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EXAMINATION ANSWERS 
Editor’s Note
In April, 1932, the American Institute Publishing Company, in 
response to requests, produced a book of unofficial answers to the 
examinations set by the American Institute of Accountants during 
the period beginning May, 1927, to November, 1931. These 
answers were largely based upon answers which had appeared in 
The Journal of Accountancy and were not in any sense official but 
were regarded as representing competent opinion.
Since publication of the volume of answers the publishing com­
pany has published the examination questions beginning with 
May, 1932, and ending with November, 1935. These questions 
are used as texts in a great many accounting classes, and it seems 
desirable to present in compact form another reprint of answers 
which have appeared in The Journal of Accountancy. The present 
volume is intended to meet that demand.
It can not be too strongly emphasized that these answers are 
not in any sense official. They are merely the opinions of the 
editor of the student’s department in the Journal and of a member 
of the firm which is the Institute’s counsel.
As has been repeatedly pointed out the answers in The Journal 
of Accountancy are not official, but one may feel fairly confident 
that a candidate presenting answers as comprehensive and as well 
reasoned as those which this book contains would pass the 
examinations with credit.
A. P. R ichardson, Editor
AMERICAN INSTITUTE OF ACCOUNTANTS
Examination of May, 1932
Auditing, May, 1932
No. 1. If there are considerable numbers of notes receivable, 
it would be well to have a list prepared in advance of the audit, 
showing:
Date
Maker’s name
Maturity date
Amount
Amount paid
Rate of interest
Amount of accrued interest
This list must be checked against the ledger account to determine that it is 
in agreement therewith.)
The notes on hand should be carefully inspected and checked 
against this list; those discounted or out for collection should be 
confirmed by direct correspondence with the holders. If  the audit 
is made subsequent to the balance-sheet date, any notes paid since 
the close of the period should be verified by tracing the cash 
received to the books of the company and thence to the bank 
statement.
The best verification of notes receivable is an acknowledgment 
of the debt by the payor himself, and it is advisable to obtain a 
written confirmation for each note, if possible.
In determining the valuation of notes taken on open account, 
the original invoice date of the account should be taken into 
consideration. In the case of secured notes, the value of the 
collateral should be ascertained, as the notes may be worth no more 
than the collateral.
Any notes, particularly instalment notes, which mature beyond 
the current period should not appear in the current asset section 
of the balance-sheet. Notes of officers and employees should be 
stated separately, as should notes arising from any transaction 
outside the ordinary course of the business.
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Notes receivable from affiliated concerns should be confirmed 
by direct correspondence, and should be shown separately in 
the balance-sheet. In order to place a proper valuation upon 
such notes, it may be necessary to examine the statements or 
even the accounts of the affiliates. In all cases in which the 
accounts of the affiliates are being audited, the intercompany 
accounts will, of course, be reconciled. Examination should be 
made to determine whether the concern under audit has acted 
as accommodation endorser for its affiliated concerns.
In regard to the proper classification of such notes in the 
balance-sheet, the following is quoted from the federal reserve 
board’s Verification of Financial Statements (page 4, paragraph 
22): “ Affiliated companies’ notes should be shown as a separate 
item of ‘ current assets ’ or as ‘ other assets,’ as the circumstances 
may require. They may be included properly in current assets 
if the debtor company has ample margin of current assets over 
its liabilities including such notes.”
The contingent liability arising from notes receivable discounted 
should be stated in a footnote on the balance-sheet.
If  convenient, the cash, securities and other negotiable instru­
ments should be counted and inspected at the close of business 
on the balance-sheet date. The auditor should maintain control 
of these assets until his audit of all of them has been completed.
No. 2.
Item
No. Classification
Revenue receipts:
1 Taxes received
3 Dog licences
4 Municipal court fines
5 Bequest from the estate of A to
establish town library 
7 Permits for parades
11 Interest on bank deposits
Account credited *
Taxes receivable
Estimated revenues (licences) 
Estimated revenues (fines and for­
feitures)
Estimated revenues (gifts)
Estimated revenues (licences or
permits)
Estimated revenues (interest on 
bank deposits)
* The above answer is based upon the assumption that a rather detailed budget is used by the 
town of X . However, it is possible that in the accounting system in use the estimated revenues 
are not broken down in the subsidiary ledger into as many accounts as are listed above, or that 
the revenues shown as credited to “ estimated revenues ” are not budgeted but are recorded 
only at the time of receipt.
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12 Donation from C towards repairs 
on his street
Estimated revenues (miscellaneous 
revenues)
13 Annual payment under franchise
by X  Street Railway Co. Estimated revenues (franchises)
14 Fees from town clerk turned in Estimated revenue (fees)
15 Rent of city dock to steamboat
company Estimated revenue (rentals)
18 News-stand privilege in city hall Estimated revenues (licences or 
permits)
20 State grant for up-keep of state
highway within town limits 
Non-revenue receipts:
Estimated revenues (state grant)
2 Loan from bank of X Current loans or bank loans
6 Street assessments collected from
owners of abutting property Assessments receivable
8 Sale of worn-out equipment Sale of worn-out equipment (unap­
propriated) or capital fund surplus
10 Deposit by B to cover cost of extra
sewer connections Reimbursable expenditures or 
maintenance
17 Received from B balance of cost
of extra sewer connection Same as (10) above
16 Assessments on members of police
force for pension fund Police pension fund surplus (reserve)
19 Proceeds of paving bonds sold at
110 Paving bonds (par) and premium on
bonds or surplus (premium)
As item number 9 is a transfer between funds, it should be omitted except in 
statements of the separate funds.
No. 3. In most cases an auditor’s signature attached to a 
balance-sheet without a certificate may be accepted as an 
unqualified certificate; the value of the statement will depend 
on (1) the reputation of the auditor and (2) the reputation of 
the concern itself.
The practice (if it is a practice) of attaching a signature with­
out a certificate is certainly not one to be recommended. In 
those cases where an unqualified certificate can be given, there 
is no reason for omitting the certificate; if a certificate would 
require qualification, the auditor should not attach his signature.
No. 4. If  the client raises the question of the validity or legality 
of certain transactions, the auditor should, of course, give the 
question his utmost consideration and obtain legal opinion and 
advice if necessary. Presumably we are not concerned with 
this situation, but with those cases in which the legality or 
validity is questioned by the auditor.
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The auditor should call to his client’s attention any transactions 
of whose legality or validity he is doubtful; if the client authorizes 
further examination, the auditor should himself, or (preferably) 
with the aid of the client’s attorneys, go into the transactions 
thoroughly.
If  the client asserts the propriety of the transactions and 
presents competent legal opinion or court decisions in support 
of his stand, the auditor should be satisfied. If in the absence 
of any such evidence the client does not authorize the auditor 
to make an investigation, it may in some cases still be necessary 
for the auditor to go into the matter himself. For example, the 
title to some of the company’s land might not be clear, or certain 
mortgages owned stated to be senior liens might be involved and 
doubtful in nature. Here the existence or value of assets is in 
question, and the auditor is greatly concerned. In other cases, 
there may be a possibility of liability arising because of certain 
violations, and the auditor is again greatly concerned.
In brief, the auditor should, of his own accord, consider the 
question of legality when it may materially affect the statements 
he is to render. If he can not satisfy himself, he should qualify 
his certificate.
No. 5. The amount of cumulative preferred dividends unpaid 
should be stated in the balance-sheet as a footnote or set out 
by a sentence in the net worth section.
This fact should be clearly indicated on the statement because 
no dividends can be paid on the common stock until these 
accumulations are paid up, and this fact is of great importance 
to prospective investors.
Even though these dividends accumulate if they are not paid, 
and must all be paid before any common dividends may be paid, 
no actual liability exists until the dividends are declared by the 
directors, and for this reason no liability is set up.
No. 6. While it is legally possible under the laws of certain 
states to reduce the stated value of stock below the amount 
paid in therefor and to transfer the remainder to surplus available 
for dividends, sound accounting principles require that no-par 
stock be stated on the balance-sheet at the amount paid in 
therefor. Since the exchange of stock creates a situation in
AUDITING—MAY, 1932 9
which -1-100 is paid in for a share of stock and -1-50 credited to 
capital stock and -1-50 to surplus, the auditor can reasonably 
object; but since the surplus is created by the vote of the stock­
holders and in accordance with the statutes he can not require 
that the preferred stock be valued at -1-5,000,000 on the 
statement.
The auditor should, however, make a distinction on the balance- 
sheet between earned surplus and capital or “ paid-in ” surplus. 
The net worth section of the Y corporation balance-sheet at 
December 31, 1931, should appear somewhat as follows:
N et worth:
Capital stock:
$x cumulative preferred — no par value (entitled 
to $xxx per share in liquidation) authorized
and issued, 50,000 shares.......................................... $2,500,000
Common —  no par value:
Authorized and issued, 400,000 shares.................  4,000,000
Total capital stock.................................................  $6,500,000
Surplus:
Capital surplus arising from the reduction in the 
stated value o f the preferred stock........................ $2,500,000
Less deficit (exhibit B ) ..................................................  1,500,000
Total surplus...........................................................  1,000,000
Total net worth..................................................  $7,500,000
Exhibit B would contain the detail of the changes in earned surplus during the 
year.
Because the preferred stock has a liquidating value (pre­
sumably) of -1-100 a share against a stated value of only -1-50, this 
fact is set out clearly on the face of the balance-sheet for the 
benefit of prospective stockholders.
An unqualified certificate should not be attached to the balance- 
sheet as shown in the problem, because it does not give the facts 
relating to the preferred stock and because it does give the 
impression that the net worth of the business was increased by 
profitable operations (surplus — -1-1,000,000) when such is not the 
case. The balance-sheet should not be drawn up as shown in 
the problem, no matter how the certificate is qualified.
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No. 7. If the item were merely shown as “ stocks, 350,000,” 
certain important facts would be concealed, and while anyone 
examining the statement would undoubtedly question the indi­
vidual as to the details of the item, and would thus uncover 
the facts, the auditor should state the details on the statement. 
Persons considering the individual as a credit risk are vitally 
interested, first of all, in the fact that he is buying stock on 
margin, and further, in the value of the stock and amount of the 
liability against it. To set forth this information, the following
presentation would be satisfactory:
Assets
Stocks purchased on margin
cost $100,000; market value............................................................  $125,000
Liabilities
Due broker (stocks held as collateral)...........................................  $ 75,000
There can be no objection to carrying the stocks at their 
market value as long as the increase is not taken up as income.
No. 8. The income of a company investing in instalment loans 
consists of interest and discount. In some cases the discount 
deducted when the loan is made may represent the entire 
income (including interest) on the loan; for example, a loan 
of $100 is made, to be repaid in ten instalments of 310 each, 
and an $8 discount is charged; here the $8 represents the total 
income on the loan. Suppose the loan were repayable in ten 
payments of $10 plus interest at 1 per cent. per month on the 
unpaid balance, and a $5 discount (say) were charged — in this 
case the income consists of the $5 discount plus the interest 
collected each month.
If  the loans are of the latter type the interest will be taken 
into income as it is collected, so in either case the only problem 
lies in the handling of the discount. Three methods are:
(a) Take up the entire discount as income at the time the
loan is made.
(b) Treat collections as a recovery of cost until the total
amount advanced has been collected, and take up the 
discount out of the last payments.
(c) Set up the discount at the time the loan is made and
amortize it in proportion to the collections on principal.
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What the examiners mean by “ economic viewpoint ” is not 
quite clear, but they may be referring to the separation of the 
income as between interest, or a return for the use of capital, 
and profit, or compensation for risk. If the loans are of the 
first type discussed above, the discount includes all of the interest 
return; if the loans are of the second type, part of the discount 
is probably additional interest, and the following remarks apply 
in a less degree.
Under method (a), the interest and profit are taken up at the 
time of making the loan, whereas the interest, being a return 
for the use of capital, is earned over the period in which the 
capital is in use, and the profit is not earned until the risk 
(possibility of default) has been met.
Under method (b), the income is taken up at the end of the 
period, and while this is correct as far as the profit is concerned, 
since the risk has been overcome, the interest is again being 
improperly treated, as it represents income of the entire period 
of the loan.
Method (c) is the most accurate of the three methods, as it 
spreads the interest income over the period of the loan and takes 
up the profit as it is being earned — as the risk is being reduced.
From the viewpoint of taxation, method (a) would be most 
unfavorable, as it reports the entire income immediately upon 
making the loan. Method (b) is not recognized by the treasury 
department, although this method, from the taxpayer’s point of 
view, would be highly desirable in ascertaining the taxable income. 
Method (c) is equitable, for the taxable income is apportioned 
over the life of the loan, and as the cash is collected.
No. 9. Mr. Smith’s 1930 federal income-tax return should
appear as follows:
Income
Salary..................................................... .......... . ................................ $5,000.00
  Deductions
Taxes, etc. (detailed)....................................................................... 500.00
N et income........................................................................................  $4,500.00
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Computation of tax
N et income.................................................... , .................................  $4,500.00
Less: exemptions............................................. ...............................  3 ,500.00
Subject to normal ta x ................................................................. $1,000.00
Normal tax, at 1½ % .............................................................  $15.00
Earned income credit —  25% ..............................................  3 .75
This credit is computed as 25% of the tax that would 
have been paid on earned net income less exemptions, 
or $1,500 ($5000-$3,500); but as the credit is limited to 
25% of the normal tax actually paid, and the other is
larger, it need not be computed ----------
Balance of tax......................................................................  $11.25
The $1,000 loss on the sale of the residence is not deductible 
for tax purposes because it is not a “ loss incurred in trade or 
business, or incurred in any transaction entered into for profit.”
No. 10. An unqualified certificate should not be attached to the 
described balance-sheet, because of the method of taking up 
commission income.
This so-called commission is really additional interest deducted 
in advance, similar to bank discount, and it should be amortized 
over the life of the loans, as explained in number 8, above. The 
company’s practice results in taking up the income before it is 
earned and in overstating the net worth at any given date; the 
unamortized discount should appear as a deferred credit, and not 
in surplus. Furthermore, there will undoubtedly be additional 
expenses in the future in connection with these loans, as well as 
losses on some of them, and the discount should be deferred to 
cover these expenses and losses, the interest collected being merely 
a return on investment.
With reference to the “ insured mortgage bonds,” the amount 
of mortgages (if any) deposited as collateral for these bonds 
should be clearly set out in the balance-sheet.
Accounting Theory and Practice, Part I, May, 1932
No. 1. This problem appears to be subject to at least two 
acceptable solutions either of which might be considered correct, 
depending upon the interpretation of the problem by the 
candidate.
If the display equipment was especially constructed and erected 
for the particular three-year contracts, and, if such equipment, 
because of its special construction and location has no value 
beyond the life of the present three-year contracts, the cost of 
this equipment should be spread over a three-year period.
If, however, the display equipment is of such nature that the 
probability of its being leased for the fourth and fifth years of 
its life is a reasonable assumption, the cost of the equipment 
may be spread over the estimated average life of five years.
While either interpretation seems acceptable, the following 
solution is based upon the latter assumption.
Explanatory Adjusting Entries 
(1)
Display equipment......................................................................
Maintenance expense..................................................................
Purchases —  lumber, steel, etc ............................... ............
Wages.........................................................................................
To distribute the cost of purchases of lumber, steel, 
etc., and wages between the cost of display equipment 
and maintenance expense.
(2)
Depreciation —  display equipment.........................................
Reserve for depreciation of display equipment...............
To write off depreciation on display equipment on
the basis of a five-year useful life (see comment).
(3)
Prepaid lease rentals....................................................................
Lease rentals.............................................................................
To set up the prepaid portion of lease rentals.
(4)
Contracts receivable...................................................................
Accounts receivable —  customers.......................................
To set up the contracts receivable as a separate
account.
$600,000
55,000
$430,000
225,000
120,000
120,000
20,000
20,000
480,000
480,000
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(5)
Sales................................................................................................. $480,000
Deferred credit —  reserve for contracts receivable and
deferred income thereon....................................................  $480,000
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To relieve the sales account of the deferred credit on 
contracts —  the earned portion to be billed monthly 
over the years 1931 and 1932.
(6)
Sales................................................................................................  240,000
Rental income........................................................................... 240,000
To transfer rental income for the year 1930 from the 
sales account.
Company A, I nc.
Statement of profit and loss 
for the year ended December 31, 1930
Rental income.........................................................  $ 240,000
Deduct:
Depreciation:
Display equipment........................................  $120,000
Auto trucks.......................................
Furniture and fixtures...................
20,000
2,000 $142,000
Rental....................................................
Maintenance expense.........................
Selling and administrative expense.
5,000
55,000
12,000 214,000
Net profit for the period........................
 $
26,000
Balance-sheet  
Cash............................................................
— December 3 1 ,  1930
Assets
$ 260,000
Accounts receivable —  customers......................
Contracts receivable (see contra reserve). . . .  
Furniture and fixtures...........................................
Less reserve for depreciation...........................
$ 20,000  
2,000 $ 18,000
40,000
480,000
Auto trucks.............................................. $ 60,000
Less reserve for depreciation............ 20,000 40,000
Display equipment..................................
Less reserve for depreciation............
$600,000
120,000 480,000 538,000
Prepaid lease rentals.............................. 20,000
$1,338,000
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Liabilities and net worth
Accounts payable —  trade........................................................ $ 45,000
Accrued payroll and property taxes.......................................  10,000
Deferred credit —  reserve for contracts receivable and
deferred income thereon........................................................  480,000
Net worth:
Capital stock — authorized and issued, 55,000 shares.. $777,000 
Surplus.......................................................................................  26,000 803,000
$1,338,000
Another method showing the item of “ accounts receivable — 
customers $520,000 ” appearing in the trial balance follows:
Accounts and contracts receivable............ $520,000
Less contracts not billed.......................... 480,000
Accounts receivable............................... $40,000
If this method were followed, no reserve or deferred credit 
would be necessary.
Or a footnote may be appended to the balance-sheet, stating 
that contracts receivable of -1-480,000, billable monthly at the 
rate of -1-20,000 a month, were held by the company.
No. 2.
X  Corporation 
Balance-sheet — June 15, 1930 
Assets
Current assets:
Cash in banks:
Subject to cheque.......................................... $1,462.00
United Savings and Loan Company......... 1,896.00 $ 3 ,358.00
Accounts receivable —  customers..................
Due from insurance company.........................
Merchandise inventory.....................................
Unexpired insurance..............................................
Fixed assets..............................................................
Less reserve for depreciation...........................
6 ,700.00
20,000.00
8.000.00 $38,058.00
137.50
$ 5,500.00  
1,500.00 4 ,000.00
$42,195.50
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Liabilities and net worth
Current liabilities:
Notes payable...........................................................................
Accounts payable.....................................................................
$ 2 ,000.00  
2,600 .00  $ 4,600.00
Net worth:
Capital stock............................................................................  $25,000.00
Surplus........................................................................................ 12,595.50 37,595.50
$42,195.50
Comments: The outstanding cheque of $50 dated July 10, 
1930, which was payable to the order of the United Savings and 
Loan Company, has been added to the balance in th a t account 
as on July 1, 1930, as shown by the passbook.
The accounts receivable have been increased by the amount 
of the unrecorded sale which resulted in a gross profit of $1,500. 
The details of this computation and that determining the amount 
due from the insurance company and the fixed assets are as 
follows:
The unexpired insurance of $137.50 is based upon the following:
Premium paid, January 1 ,  1930, for insurance coverage for the entire year. $600.00
Monthly charge to operations —  thereof.................................................... 50.00
Chargeable for the period— January 1, 1930, to date of fire, July 15,
1930, is therefore, 6½  times $50 or................................................................ 325.00
As shown below, the loss is exactly one-half of the original coverage, and,
therefore, the value of the unexpired insurance at July 15, 1930, is 
one-half of ($600-$325) $275 or......................................................................  137.50
Computation of the Amount D ue from Insurance Company
For merchandise:
Inventory, January 1, 1930................. ..............................  $32,000.00
Purchases —  January 1 ,  1930 to July 15, 1930............ 38,000.00
Total................................................................................  $88,000.00
Deduct cost of goods sold:
Recorded sales a t ................. 142½ %
of cost.................................  $57,000.00
Less gross profit...................  42½  17,000.00
Cost of goods sold...............  100% $40,000.00
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Unrecorded sales, 
of cost............. .
Gross profit........
137½ %
$5,500.00  
37½  1,500.00
Cost of goods sold...............  100% $4 ,000.00  $44,000.00
Estimated value of inventory at time of fire....................  $24,000.00
Deduct portion not destroyed —  ⅓ .................................  8 ,000.00
Portion of merchandise inventory destroyed by fire.. $16,000.00
For fixed assets:
Fixed assets per books......................................................... $11,000.00
Less reserve for depreciation..............................................  3 ,000.00
Book value..............................................................................  $ 8 ,000.00
Deduct portion not destroyed —  ½ .................................  4 ,000.00
Portion of fixed assets destroyed by fire........................  4 ,000.00
Amount due from insurance company................................  $20,000.00
The unrecorded sale of $5,500 was added to the accounts 
receivable as recorded on the books, which accounts for the 
balance of $6,700 appearing in the balance-sheet as the amount 
due from customers.
The portion of the inventory and the fixed assets not destroyed 
by the fire, $8,000 and $4,000, respectively, are taken up also 
into the balance-sheet.
While not required by the examiners, working papers accom­
pany this solution for explanatory purposes, particularly to show 
the determination of the operating loss of $267 which appears 
in the statement of surplus.
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X  Corporation
Statement of surplus for the period January 1, 1930, to July 15, 1930
Balance, January 1, 1930................................... $13,000.00
Deduct:
Loss for the period........................................... $267.00
Fire loss:
Merchandise..................................................  $16,000.00
Fixed assets...................................................  4 ,000.00
Portion of unexpired insurance premiums 137.50
T otal...........................................................
Less insurance claim....................................
$20,137.50
20,000.00 137.50 404.50
Balance, July 15, 1930........................................ $12,595.50
No. 3.
Explanatory adjusting entries
(1)
Surplus.....................................................................................................  $11,250
Accrued bond interest.....................................................................  $11,250
To record the accrued bond interest on the $450,000 6%  
bonds for the period August 1, 1931, to December 31, 1931,
(5 months).
The accrued interest unpaid at December 31, 1931, is charged 
directly to surplus account rather than to profit-and-loss account, 
inasmuch as the operations for the year ended on December 31, 
1931, have been charged with a full year’s provision for interest 
on these bonds as the interest was paid.
(la)
Surplus.............................. ......................................................................  $ 4,600
Profit and loss........................................................................................ 2 ,400
Bond discount and expense........................................  ................. $ 7 ,000
To amortize the bond discount and expense over the life
of the bonds (10 years) at the rate of $200 a month. That 
portion applicable to the period February 1 ,  1929, to Decem­
ber 31, 1930, is charged to surplus, and that portion applic­
able to the year ended December 31, 1931, is charged to 
profit and loss.
(2)
Surplus.....................................................................................................  48,500
Unrealized surplus arising through appraisal of land and
buildings.........................................................................................  48,500
T o express the unrealized appreciation on land and
buildings credited to surplus account in 1929.
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If  the depreciation since the appraised values were spread on 
the books was based upon the appraised value of the building, 
the amount of the depreciation on the appreciation charged 
against operations should be credited to the earned surplus account 
and charged against the unrealized surplus account. Because 
the necessary data are not given in the problem, no adjustment 
can be made against the unrealized surplus account set up in 
entry number two.
(3)
Due from officer........................................................ ...........................  $24,750
Customers’  accounts.......................................................................  $24,750
To set out under separate caption the amount due from
the president of the company.
(4)
The obligation to deposit $25,000 on February 1, 1932, in a sinking fund for the 
retirement of the bonds is disclosed by means of a note on the balance-sheet.
(5)
Surplus..................................................................................................... $ 3,750
Dividends payable on preferred stock........................................ $ 3,750
To record the dividend of 1½ % on the 2,500 shares of 
preferred stock outstanding ($100 par) declared on Decem­
ber 15, 1931, payable January 2, 1932.
(As the dividends account already contains a full year’s 
dividend, the charge is made to opening surplus.)
(6)
Customers’  notes..................................................................................  64,000
Customers’ notes discounted........................................................  64,000
To record the customers’ notes discounted as at Decem­
ber 31, 1931.
The contingent liability on customers’ notes discounted may 
be shown, as an alternative, by means of a footnote appended 
to the balance-sheet.
(7)
Cash.......................................................................................................... $ 8,500
Customers’  accounts............................................................................  15,300
Inventory................................................................................................ 10,200
Surplus.........................................................................................................  4,500
Accounts payable.............................................................................  $ 8 ,5 0 0
Due from Canadian branch..........................................................  30,000
To take up in the balance-sheet the assets and liabilities 
of the Canadian branch at the exchange rate of 85 at 
December 31, 1931, as shown on following page.
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Amounts
Assets Per books Converted
Cash............................................... .............  $10,000 $ 8,500
Customers’ accounts.................. .............  18,000 15,300
Inventory...................................... .............  12,000 10,200
Total assets.............................. .............  $40,000 $34,000
Less accounts payable............... .............  10,000 8,500
N et assets................................. .............  $30,000 $25,500
Loss on exchange........................
(8)
4,500
$30,000
Surplus........................................... $1,000
Profit and loss.......................................................................................  2,000
Patents................................................................................................  $3,000
To amortize the patents for six months of 1930 (charged 
to surplus) and for the year 1931 (charged to profit and 
loss) on the basis of $2,000 a year.
Because of lack of information, no adjustment can be made to 
allocate the patent cost between the cost of goods manufactured 
and sold and the inventories of work in process and finished 
goods on hand at December 31, 1931. Therefore, the charge is 
made to profit-and-loss account for the year 1931, and to surplus 
account for the previous year.
(9)
Surplus....................................................................................................  $15,000
Dividends on preferred stock........................................................  $15,000
To charge surplus account with dividends paid during 
the year.
(10)
Common stock held in treasury........................................................ 21,800
Discount on treasury stock purchased.......................................  21,800
To raise treasury stock to par and to credit the difference 
to a special surplus account.
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S Manufacturing Company and Canadian Branch 
Balance-sheet —  December 31, 1931 
Assets
Current assets:
Cash..........................................................  $120 ,369.50
Customers’  notes................................... $ 81,625.75
Less notes discounted...........................  64,000.00 17,625.75
Customers’  accounts............................. $218.979.20
Less reserve for bad debts...................  21,610.25 197,368.95
Inventories..............................................  506,467.50
Total current assets............................................... $  841,831.70
Due from officer...............  ................................................  24,750.00
Unexpired insurance........................................................... 11,350.10
fixed assets (at cost, except for land and building,
which are carried at a value of $48,500 in excess 
of cost, as appraised in 1929 b y --------- )
Land.....................................................  $ 28,000.00
Building...............................................$225,000.00
Machinery and equipment.............  150,400.00
Furniture and fixtures...................... 22,600.00
Total................................................... $398,000.00
Less reserve for depreciation.............. 46,225.50 351,774.50 379,774.50
Patents................................................................................... 31,000.00
Bond discount and expense.............................................  17,000.00
$1, 305,706.30
Liabilities and net worth
Current liabilities:
Bank loan.........................................................................
Accounts payable............................................................
Dividends payable..........................................................
Accrued bond interest....................................................
Accrued wages.................................................................
Accrued local taxes.........................................................
$ 20,000.00  
45,650.00  
3,750.00  
11,250.00  
1,100.00  
4,000.00
Total current liabilities......................................... $ 85,750.00
First mortgage, 6% bonds of 1939 ................................. 450,000.00
(Beginning February 15, 1932, annual deposits 
of $25,000 are required to be made in a sinking fund 
for bond retirement.)
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Net worth:
Capital stock:
6% preferred stock ($100 par), 
issued and outstanding, 2,500 
shares................................................$250,000.00
Common stock ($100 par), issued 
4,000 shares, in treasury 1,400
shares, outstanding 2,600 shares. 260,000.00 $510,000.00
Surplus:
Earned surplus (exhibit B )................. $189,656.30
Discount on treasury stock pur­
chased.................................................. 21,800.00
Unrealized surplus arising from
a p p ra isa l..........................................  48,500.00 259,956.30
Total net worth............................ $ 769,956.30
$1,305,706.30
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S Manufacturing Company
Statement of surplus for the year ended December 31, 1931
Surplus per books, January 1, 1931.....................................
Adjustments to correct opening surplus:
Bond interest accrued..........................................................
Bond discount and expense................................................
Unrealized appraisal surplus..............................................
Preferred dividend not set up ............................................
Patent expiration..................................................................
$279,893.80
$11,250.00
4,600.00
48,500.00
3,750.00
1,000.00 69,100.00
Surplus as adjusted, January 1, 1931 
Deduct:
Preferred dividends paid in 1931..
N et loss for the year........................
Loss on exchange fluctuation.........
$210,793.80
.................  $15,000.00
$1,637.50
4 ,500.00 6 ,137.50 21,137.50
Surplus, December 31, 1931................................................... $189,656.30
No. 4. The amount of the units produced, 6,000,000, as given
in the problem, probably includes:
(1) the completion of the units on the machines at January 1, 1931,
—  25% of 500,000 or...........................................................................  125,000
(2) the conversion of 500,000 units per month for eleven months, or 5,500,000
(3) and the partial completion of the 500,000 units in process at
December 31, 1931 —  75% of 500,000 or....................................... 375,000
T otal.....................................................................................................  6 ,000,000
The unit cost of converting the 6,000,000 units produced during 
the year may be obtained by dividing those costs by the number 
produced, as follows:
Labor...............................................................
Total
cost
.......................................  $336,000
Unit
cost
$.056
Factory expense........................................... .......................................  180,000 .03
Depreciation.................................................. .......................................  60,000 .01
Totals...................................................... .......................................  $576,000 $.096
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The problem, while it gives the cost of the unrecoverable scrap 
during the year, does not give the number of units so scrapped, 
nor does it give the number of units of raw material necessary 
to produce 6,000,000 units. It would appear, therefore, that the
cost of the raw material used during the year was —
Unit
Units Cost cost
Purchased........................................................................   6,250,000 $437,500 $.07
Scrap unrecoverable (based upon production).... . 6 ,000,000 30,000 .005
T otals....................................................................... $467,500 $.075
There are probably three different bases generally used in 
valuing inventories in businesses of this type: (1) the “ base- 
stock ” method, (2) cost or market, whichever is the lower, and
(3) cost.
The “ base-stock ” method is used because of its convenience 
and, in a period of rising prices, because it is conservative. How­
ever, in a market which has seen the cost of the raw material 
drop from 9 cents at January 1, 1921, to 5 cents at December 
31, 1931, it is questionable whether this method is desirable. 
For if this method were installed as of January 1, 1921, the cost 
of the raw materials would, no doubt, be carried at 9 cents — 
resulting, not in conservatism, but in overstatement of inventories 
in the subsequent periods of falling prices. If frequent revisions 
in the base price were made, the distinct advantage of convenience 
claimed for the method would be lost.
Cost or market, whichever is the lower, is recommended in 
valuing inventories to be sold in subsequent periods at prices 
obtainable in those periods, but in this particular business, which 
has firm contracts at a price in excess of cost, the cost basis 
should be used for those inventories which can be used to fill the 
contracts. If the goods are inventoried on a basis of a market 
price of 5 cents for raw material, the gross profit on the unfilled 
orders will be overstated during the subsequent period when 
these orders are shipped. Conversely, the gross profit on the 
orders shipped during the current period will be correspondingly 
understated.
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An analysis of these unfilled orders shows:
Contract Number Contract Unit
number of units price price
787.................................................. ..................................  100,000 $18,000 $.18
788.................................................. ..................................  250,000 50,000 .20
789.................................................. ..................................  50,000 9,500 .19
790.................................................. ..................................  300,000 63,000 .21
791.................................................. ..................................  200,000 36,000 .18
792.................................................. ..................................  225,000 40,500 .18
1,125,000
All these contracts call for a selling price higher than the 
cost of completed goods based on a material cost of 7½  cents 
($.075 +  $.096 ==$.171, whereas the lowest price is £.18); there­
fore, 1,125,000 units of inventory may be valued on the basis 
of 7½ cents for raw material, and the remainder may be written 
down to 5 cents. (Average cost, being the only cost given in 
the problem, must necessarily be used as the cost.)
Summary of inventory
Number of units.
Raw
material
750,000
Work in 
process 
500,000
Finished
goods
250,000
Total
1,500,000
Raw materials:
In all the inventories, allocated 
to cover the requirements of the 
contracts for 1,125,000 units on 
a basis of the average cost of 
cents per unit.
Number of units:
375,000
500,000
250,000
$28,125
$37,500
$18,750
T otal................  1,125,000 $ 84,375
In stock, not allocated to any 
specific contracts —  valued at 
market price:
375,000 units at $ .05............... 18,750 18,750
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Conversion costs:
At $.096 each:
75% (500,000) o r .. 375,000 $36,000
250,000 $24 ,000  
T otal..................... 625,000 $60,000
T otals................... ................... $46,875 $73,500 $42,750 $163,125
No. 5. The solution of this problem hinges on the relative 
interests of the two classes of stock in the surplus (or deficit), 
and the relative interests depend upon the rights of the pre­
ferred stock.
The preferred stock is known to have a par value of $100 a 
share, to be entitled to 7 per cent. cumulative dividends and 
to be non-voting. The last feature is of no importance in the 
solution of this problem. The fact that the preferred stock is 
preferred as to the 7 per cent. dividend, and has a right to 
unpaid dividends of any years before any dividends may be paid 
on the common stock, does not of itself give the preferred stock 
a preference of assets in the event of liquidation nor the right 
to further participation in the profits.
Since authorities are not in agreement as to the inherent and 
the implied rights of preferred stock (reference should be made 
to the statute or to the charter), this solution is based upon the 
assumption that the preferred stock is preferred as to the assets 
and is non-participating. This assumption must be made, as the 
problem does not indicate the amount the common stockholders 
are to receive in liquidation nor the amount of dividends they 
are to receive before any participation feature becomes operative.
Computation of M inority Interests in Company A
Preferred Common
December 31, 1930: stock stock
Capital stock................................................. $500,000.00 $50,000.00
Surplus:
 
Balance, January 1, 1930.................... $ 9 ,091.00
Loss of 1930............................................ 75,000.00
Deficit, December 3 1st.................... $65,909.00
Applied against the common stock  
until the stock is wiped o u t . . . . 50,000.00 50,000.00
V
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Remainder —  applied against the 
preferred.......................................... $15,909.00 $ 15,909.00
Book value of stock............................................................
Percentage of minority interest.......................................
Amount of minority interest............................................
$484,091.00 $
10% 20%
$ 48,409.10 $
N ote.— The unpaid cumulative dividends at December 31, 
1930, need not be considered, as no surplus existed at that date.
December 31, 1931:
Capital stock........................................................................  $500,000.00 $50,000.00
Surplus:
Balance, December 31, 1 9 3 0 .............$ 65,909.00
Profit of 1931. . . ................................... 140,000.00
Surplus, December 31st................... $ 74,091.00
Reserved for unpaid cumulative
preferred dividends —  14% of
$500,000 ........................................... 70 ,000.00 70,000.00
Remainder — to common............... $ 4 ,091 .00  4 ,091.00
Book value of stock....... .........................................................
Percentage of minority interest...........................................
Amount of minority interest................................................
$570,000.00 $54,091.00  
10% 20%
$ 57,000.00 $10,818.20
The minority interest should appear on the liability side of the 
consolidated balance-sheet, as follows:
At December 31, 1930 —
Minority interests in Company A:
Preferred stock—  10%..................................................
Common stock —  20% ..................................................
Preferred Common
stock stock
$48,409.10
$48,409.10
At December 31, 1931 —
Minority interests in Company A:
Preferred stock —  10% .................................................  $57,000.00
Common stock —  20% .................................................. 10,818.20 $67,818.20
No. 6. In this problem, we find that Company A owns 87½  
per cent. (350,000 shares of a total of 400,000 shares out­
standing) of Company B and that Company B, in turn, owns
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9 per cent. (45,000 shares of a total of 500,000 shares out­
standing) of Company A. I t is, therefore, necessary to deter­
mine the book values of the surplus accounts in order to 
ascertain the amount of the deficit of Company B applicable 
to the minority stockholders’ interest in that company.
Let A — the surplus account of Company A, and 
B — the surplus account of Company B.
(1) Then A =  $1,050.00 +  .87½ B, and
(2) B =  $2,100.00 +  .09A
Substituting (1) for A in the equation (2), we find,
B =  —$2,100.00 +  .09(1,050 +  .87½ B), or 
B =  —$2,100.00 +  $94.50 +  .07875B, or
.92125B ==—$2,005.50, or
B =  —$2,176.93, the amount of the deficit of Company B.
The minority interest of per cent. (50,000 shares of the 
total of 400,000 shares outstanding) of the deficit of Company 
B will be, therefore, 12)4 per cent. of $2,176.93, or $272.12.
This amount may be proved, by continuing the solution to 
learn the value of A, as follows:
Substituting the value of B in the equation (1), we find,  
A =  $1,050.00 +  ,87½ (—$2,176.93), or 
A =  $1,050.00 — $1,904.81, or 
A =  —$854.81
The consolidated deficit of $1,050 (the deficit of Company B 
amounting to $2,100 less the surplus of Company A amounting 
to $1,050) will be apportioned in the consolidated balance-sheet 
as follows:
Minority interest: 12½ % of $2,176.93 = $  272.12
Holding company’s interest: 91% of $854.81 =  777.88
Total deficit................................................... $1,050.00
No. 7.
T he Products Company, Ltd.
Statement showing the conversion to a United States currency basis Decem­
ber 31, 1930:
Nominal
United
States
dollar Rate of currency
Assets basis conversion basis
Cash............................................................   $ 10,000.00 $ .80 $ 8,000.00
Accounts receivable.................................   300,000.00 . 80 240,000.00
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Inventories:
Raw material purchased in Canadian
funds..................................................... $20,000.00 $ .80 $ 16,000.00
Raw material purchased in United 
States funds........................................ 100,000.00 1.00 100,000.00
Goods in process.................................... 130,000.00 note (1) 123,557.52
Fixed assets................................................. 100,000.00 1.00 100,000.00
T otal..................................................... $660,000.00 $587,557.52
Liabilities and net worth
Notes payable.............................................  $ 15,000.00 $ .80 $ 12,000.00
Accounts payable:
Payable in Canadian funds................. 30,000.00 .80 24,000.00
Payable in United States funds......... 120,000.00 1.00 120,000.00
Due to parent company.......................... 200,000.00 1.00 200,000.00
Capital.......................................................... 150,000.00 note (2) 150,000.00
Surplus —  beginning of the year........... 25,000.00 note (2) 25,000.00
Profit for year............................................. 120,000.00 note (2) 56,557.52
T otal..................................................... $660,000.00 $587,557.52
Note (1):
Goods in process inventory................ $130,000.00
The labor cost included in the 
goods in process inventory 
approximates 13% of the cost of 
materials. The labor cost is,
therefore, 13/113 of $130,000 or. 14,955.75 $ .80 $ 11,964.60
The balance represents the mate­
rial cost o f ................................... $115,044.25
Of this amount, approximately
85% was purchased in the 
United States............................. 97,787.61 1.00 97,787.61
and the remainder in Canada. $ 17,256.64 .80 13,805.31
The total value in United States
funds is ............................................. $123,557.52
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Note (2):
The capital-stock account is converted at the dollar price paid 
by the parent company, and the surplus account at the beginning 
of the year is carried over at the balance determined at January 
1, 1930. Any adjustment necessary to bring the subsidiary 
balance-sheet into balance after conversion into United States 
funds is arbitrarily stated in the account “ profit for the year.”
The practice of converting the current assets and the current 
liabilities at the rate of exchange current on the balance-sheet 
date ($.80) has been followed in the above solution.
Commercial Law, May, 1932
No. 1.
(a) A foreign corporation with respect to a particular state or 
national government is one created by or existing under 
the laws of any other state or government. A corporation 
incorporated in New Jersey is a foreign corporation in 
New York.
(b) A de facto corporation is an association which has not 
fully complied with the legal requirements for incorpora­
tion but has so far complied that it acts as a corporate 
body and its existence as such can not be collaterally 
attacked. For example, an association which in good 
faith has met all other requirements for incorporation, 
but has neglected to file a copy of its charter with 
the county clerk as required by the statute under which 
it seeks to incorporate, will be held a de facto corporation 
if it is in fact assuming to act as a corporate body.
(c) A corporation can commit a crime through its officers or 
agents. Violation of the Sherman anti-trust act is an 
example.  
(d) A corporation can commit a tort by act of its agent. For 
example, a corporation has committed a tort when its 
truck, negligently driven by the corporation’s employee 
in the course of his employment, injures a pedestrian.
No. 2. Jackson can compel Whitcomb to pay the balance of 
the judgment. An agreement to accept payment in goods 
does not operate as an accord and satisfaction of the judgment 
until the payment has been completed, and until such com­
pletion the agreement can be revoked at any time.
No. 3.
(a) “ c.i.f.” in this question means that the contract price 
includes cost, insurance and freight to New York, so that 
the insurance and freight to New York are to be paid by 
the seller.
(b) No. In a c.i.f. contract, the buyer is bound to pay on
presentation of documents although the goods have not 
arrived, and risk of loss is on the buyer. The above con­
tract requires payment only on arrival, provides “ no 
arrival, no sale,” and consequently is not a c.i.f. contract.
34
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No. 4.
(a) This is known as an acceptance for honor supra protest.
(b) An acceptance for honor supra protest must be in writing 
and indicate that it is an acceptance for honor, must be 
signed by the acceptor for honor and must be with the 
consent of the holder.
(c) Everett, by this acceptance, engages to pay the bill accord­
ing to the terms of his acceptance on due presentment, 
provided it shall not have been paid by the drawee, and 
provided, also, that it shall have been duly presented for 
payment and protested for nonpayment and that notice 
of dishonor shall have been given to him.
No. 5.
(a) A limited partnership is one formed under a statute per­
mitting one or more of the partners to limit their liability 
to the amount contributed to partnership capital.
(b) The uniform limited partnership act requires that at least 
one partner have general liability. However, the term 
“ limited partnership ” is sometimes used to include statu­
tory partnership associations in which all partners have 
limited liability.
(c) Under the uniform limited partnership act, a creditor can 
hold a limited partner who has substantially complied with 
the requirements for the formation of a limited partnership 
liable for firm debts in the following instances:
(1) When such partner’s name unlawfully appeared in the 
firm name and the creditor is without actual knowledge 
that he is not a general partner.
(2) When such partner takes part in the control of the business.
(3) When the creditor has suffered loss by reliance upon false 
statements in the partnership certificate, and such partner 
knew the falsity of such statement when he signed it or 
in sufficient time before the reliance to enable him to have 
it cancelled or amended.
(4) The limited partner is liable to the partnership for unpaid 
portions of his contribution and holds as trustee for the 
partnership money or property wrongfully paid him on 
account of his contribution and specific property stated in
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the certificate to be contributed, which has not been 
contributed or returned. He is liable to the partnership 
for returns of his contribution wrongfully made to him 
and for those rightfully made to him which are necessary 
for the payment of creditors who were such at the time 
of such return. In these circumstances unpaid creditors 
can recover through the partnership the amounts for 
which the limited partner is liable.
(5) A limited partner is liable as a general partner to creditors 
who have relied to their loss upon his representations that 
he was a general partner.
No. 6.
(a) An innkeeper is the keeper of a common inn for the lodging 
and entertainment of travelers and strangers, their horses 
and attendants, for a reasonable compensation.
(b) At common law the innkeeper had the right to hold the 
effects of his guests for the amount of reasonable charges 
for their keeping and entertainment.
(c) This right is known as the innkeeper’s lien.
(d) In the absence of statute, this lien attaches to all property 
brought in by a guest and received on the faith of the 
innkeeping relation, although it may belong to a third 
person, provided the innkeeper does not know that it is 
not the property of the guest.
No. 7.
(a) The statute of frauds originated in England in 1676.
(b) The most important provisions of the original statute of 
frauds were as follows:
(1) Interests in realty could be created only by written instru­
ment, signed by the person making the instrument or his 
authorized agent.
(2) No action could be maintained to charge an executor or 
administrator out of his own estate, or. to charge one for 
the default of another, or upon any agreement made in 
consideration of marriage, or upon any contract or sale 
of any interest in land, or upon any agreement not to be 
performed within a year, unless such agreement upon 
which action was brought was made in writing and signed 
by the person sought to be charged.
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(3) No contract for any sale involving ten pounds or more 
should be good unless consideration was given, or the 
buyer accepted a part of the goods so sold, or that such 
contract was made in writing signed by the parties thereto.
No. 8. The surety is liable for the first loss but can not be 
held for the second. The continued employment of a defaulting 
employee after discovery of his theft releases his surety from 
liability for losses arising subsequent to such discovery 
unless the surety has consented to his further employment.
No. 9.
(a) Assuming that the ship was in a trade where its captain 
ordinarily had authority to receive goods and issue bills 
of lading, the Dailey Corporation is liable to a consignee 
or holder of such a bill who has given value in good faith, 
relying on the description of the goods therein, for damages 
caused by non-receipt of the goods. In intrastate com­
merce, this liability is created by the uniform bills of lading 
act and in interstate and foreign commerce by the Pomerene 
act. At common law a contrary result has generally been 
reached.
(b) Broadly speaking, this result is based upon principles of 
agency and the doctrine of respondeat superior.
No. 10.
(a) Yes. Green having satisfied his debt out of the doubly 
charged land, and Nelson as junior incumbrancer having 
been thereby deprived of his security, equity will decree 
that Nelson to the extent of his security thus lost, as 
against the common debtor Monroe, will be substituted 
to the lien of Green against the singly charged land. Thus 
Nelson will be given a first lien on the Grand avenue 
property to the extent of $10,000.
(b) Marshaling of assets and subrogation.
No. 11.
(a) Personal property embraces all objects and rights capable 
of ownership except freehold estates in land and heredita­
ments appertaining thereto. A share of stock is personal 
property.
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(b) A pledge is a bailment of personal property as security 
for a debt or engagement, redeemable on certain terms 
and with an implied power of sale on default. The ordinary 
pawnshop transaction is a pledge.
(c) Either actual or constructive delivery of the pledge is 
essential.
(d) Upon the pledgor’s default the pledgee may sell the pledged 
property and apply proceeds to debt and may also sue the 
pledgor for any unpaid balance of the debt.
No. 12. The commissioner of internal revenue has the legal 
right to collect the entire income tax deficiency of $9,306.36 
from Phillips under section 280, revenue act of 1926, since 
Phillips was a transferee of the taxpayer’s property within the 
meaning of said section 280. The fact that Pennsylvania had 
a six months’ statute of limitations on suits against stock­
holders is immaterial since the United States is not bound 
by state statutes of limitations unless a federal statute pro­
vides that it shall be bound.
Accounting Theory and Practice, Part II, May, 1932 
No. 1.
(a) I t is generally true that an auditor may certify to a balance- 
sheet if existing exceptions are stated as qualifications; however, 
the balance-sheet of the W M Company as of December 31, 
1931, in the form submitted, is subject to so many qualifications, 
that I do not believe that a reader of the statement and the 
certificate would have a clear, definite understanding of the 
financial position of the company. For that reason, I would 
not certify the balance-sheet as submitted.
The exceptions to the statement follow (the numbers refer to 
the numbered paragraphs in the problem):
(1) The U. S. government securities carried at $2,500,000 cost
$2,600,000 and have a market value of $2,400,000. The 
balance-sheet figure may represent par or may indicate 
an attempt to provide for one-half the shrinkage; in any 
event, the preferable valuation for marketable securities 
is the lower of cost or market. For this reason, a reserve 
has been set up out of surplus to reduce these securities 
(as well as those disclosed in No. 9) to market price.
Current assets should never be valued at more than they 
are expected to realize and market value at the balance- 
sheet date is the best indication of the amount realizable 
on securities.
(2) The accounts receivable are overstated by the amount of
the expected loss ($150,000), and a reserve for bad debts 
has been set up. Understatement of one asset does not 
permit overstatement of others.
(3) The inventory is properly valued at the lower of cost or
market, but the basis of valuation should be stated in 
the balance-sheet. The total should preferably be 
broken down into finished product, work in progress 
and raw material.
(4) The treasury stock should be reduced to par, by charging
the premium to surplus, and should be deducted from 
capital stock outstanding in the net worth section of the 
balance-sheet. Although custom appears to sanction 
the practice of carrying such stock as an asset when the
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facts are clearly disclosed, this practice is not to be 
recommended unless the stock is definitely held for resale, 
as in the case of employees’ stock purchase agreements.
This block of treasury stock comprises 7 per cent. of the 
common stock, and failure to deduct it from outstanding 
stock misstates the total of stock outstanding.
(5) These advances, both from their nature and from the
current position of the associate, should not be classed as 
current assets. Together with the $1,000,000 investment 
in capital stock of the associate, they require careful 
examination of the accounts (or certified statements) of 
the associate to determine their value; it may be necessary 
to set up a reserve for possible loss. Again, the relation­
ship may be such that a consolidated balance-sheet is 
necessary in order to set out the financial position of the 
two companies as a unit; also, there may be intercompany 
profits to eliminate. Even though a consolidated balance- 
sheet is not prepared, it may be desirable to carry the 
investment at book value rather than cost. Because of 
lack of data, it is necessary to show the advances and 
investment in the balance-sheet at the amounts stated in 
the problem.
(6) Fixed property held for sale should be valued at the esti­
mated net amount realizable from its sale, after deducting 
commissions and expenses of selling. The depreciation 
taken ($1,000,000) may indicate an attempt to write the 
assets down to their realizable value, and in that case it 
is satisfactory if it represents depreciation based on the 
expected life. The value should be adjusted to the 
proper figure as indicated above, unless the difference is 
slight.
Property held for sale should not be shown as a current 
asset, as it is not an asset which will be disposed of in the 
near future “ in the ordinary course of the business.”
(7) The large overstatement of the liability for federal, state
and other taxes, together with item (9), indicates a wilful 
understatement of the financial condition of the business 
by the creation of so-called secret reserves; this is exactly 
as objectionable as wilful overstatement of condition.
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The auditor should not permit this and should reduce the 
reserve to the probable amount of the liability — 
$2,500,000.
(8) The capital stock accounts are adequately presented in the
balance-sheet submitted, except for the non-statement of 
the par value of the stock; the net worth section is 
defective, however, in not revealing the treasury stock 
and in not showing total net worth as one figure.
(9) This condition is entirely indefensible; these U. S. govern­
ment securities must be shown with the other government 
securities and on the same basis.
Other criticism:
Prepaid insurance and taxes are generally shown under a 
separate caption as prepaid expenses, rather than as current assets.
The plant account should be broken down to show the cost 
and reserve for depreciation of each type of fixed assets.
(b) Before certifying to the following balance-sheet, the auditor 
should satisfy himself as to the value of the investment in the 
associated company; qualification of the certificate in this respect 
might be necessary.
W M Company
Balance-sheet —  December 31, 1931 
Assets
Current assets:
Cash................................ .........................
U. S. government securities:
$ 2,000,000
Cost....................................................... $5,600,000
Reserve for decline in market value 440,000 5,160,000
Accrued interest receivable................. 100,000
Notes receivable —  customers........... 240,000
Accounts receivable —  trade.............. $1,250,000
Reserve for doubtful accounts___ 150,000 1,100,000
Inventories (valued at cost or market 
—  whichever is lower):
Finished product...............................
Work in progress...............................
Raw material.....................................  1,200,000
Total current assets...................... $  9 ,800,000
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Prepaid taxes and insurance...................
Investment in and advances to affiliate:
Capital stock (at cost).........................
Advance for plant extension...............
$ 75,000
$ 1,000,000
750,000 1,750,000
Fixed assets —  detailed:
Reserve for Book
Cost depreciation value
$ 8,000,000
Real estate and buildings 
held for sale —  at esti­
mated realizable value
(cost $2,500,000)..............  1,500,000
$21,125,000
Liabilities and net worth
Current liabilities:
Accounts payable............................................................  $ 1,250,000
Federal, state and other taxes..................................... 2 ,500,000
Total current liabilities.........................................  $ 3 ,750,000
Net worth:
Capital stock —  all of $100 par:
7% cumulative preferred —
Authorized and issued, 50,000 shares...............  $ 5,000,000
Common —
Authorized and issued, 70,000 shares; in 
treasury, 5,000 shares; outstanding, 65,000 
shares.....................................................................  6,500,000
Total capital stock.................................................
Surplus.......................................................................... ....
$11,500,000
5,875,000
Total net worth....................................................... 17,375,000
$21,125,000
In working a problem of this type without preparing a work 
sheet, the candidate should check his work by reconciling the 
adjusted surplus with the surplus figure given in the problem:
Surplus as stated.................................................................  $ 1,565,000
Add:
Decrease in reserve for taxes.......................................  2 ,500,000
Increase securities shown to cost................................  100,000
Cost of securities charged to surplus.........................  3 ,000,000
T otal........................................................................... $ 7,165,000
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Deduct:
Reserve for bad debts....................................................
Premium on treasury stock..........................................
Reserve for decline in market value of securities. .
$150,000
700,000
440,000 $ 1,290,000
Surplus as adjusted............................................................. $ 5,875,000
No. 2. In the following solution I have set up the “ invest­
ments ” and “ reserve for loss on investments ” accounts as at 
December 31, 1930, made and posted certain adjusting entries, 
and then journalized and posted the transactions for the year, 
in this way arriving at the balances needed for the statements 
at December 31, 1931.
(1) Examination of the investments and reserve accounts in conjunction with 
the schedule of market prices and other data indicates that stocks were 
carried at market values where such values existed (U. S. Steel, General 
Motors, X  Company), and at book values otherwise (Y and Z Companies):
Carrying value 
  Market *
Stock Shares Cost Reserve Total
Per
share
or book† 
value
U. S. Steel...................... 100 $19,800 $ 6,900 $12,900 $129 $139*
General Motors............ 100 5,400 1,900 3,500 35 35*
X  Company.................. 200 10,000 1,000 9,000 45 45*
Y Company................... 600 42,000 24,000 18,000 30 30†
Z Company.................... 100 6,200 3,100 3,100 31 31†
Apparently there was an error of $1,000 in setting up the  reserve for loss on
U. S. Steel, and this is corrected by the following entry:
Reserve for loss on investments............................................................ $1,000
Surplus.....................................................................................................  $1,000
To correct error in provision for loss on U. S. Steel stock.
(2) The practice of the X  Company of writing down its investments to market 
value (or book value where no market exists) is a well established one and 
can not be criticized, except in the instance of the treasury stock. Even 
though the company is actively trading in its own stock —  and two trades 
in an entire year can hardly be called “ actively trading ”—  there are 
certain objections to carrying the stock on the asset side. Such stock is 
not an asset in event of liquidation, and the stock outstanding is mis­
stated. For this reason the following entries are made:
a. Treasury stock —  common..........................................................  $ 2 ,0 0 0
Surplus...............................................................................................  8,000
Investments..................................................................................  $10,000
To remove the treasury stock from the investment 
account, and to set it up at par, writing off premium to 
surplus.
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b. Reserve for loss on investments..................................................  $ 1,000
Surplus...........................................................................................  $ 1,000
To reverse provision for loss on treasury stock.
(3) May 12, 1931:
Cash.........................................................................................  3,500
Treasury stock —  common............................................ 1,000
Premium on treasury stock sold..................................  2 ,500
To record sale of 100 shares of treasury stock.
(4) August 31,1931:  
Treasury stock — common................................................  5,000
Premium on treasury stock purchased...........................  10,000
Cash.....................................................................................  15,000
To record purchase of 500 shares of X  Company
stock, at 30.
(5) October 3 1 ,  1931:
Investments............................................................................ 13,700
Cash.....................................................................................  13,700
To record purchase of 100 shares of A. T. & T.
(6) December 21, 1931:
Cash.........................................................................................  2,300
Reserve for loss on investments.......................................  1,900
Loss on sale of investments...............................................  1,200
Investments.......................................................................  5,400
To record sale of 100 shares of General Motors
(carried at 35) for $23 a share.
In this sale an interesting point arises. The actual loss is 
$3,100 ($5,400—$2,300), and this is the amount of the loss to 
be deducted for tax purposes. On the books, however, $1,900 
of the loss was covered by reserves in 1930, and the current year 
will be charged with only $1,200. If the company is in the 
practice of recording actual profits and losses in the profit-and-loss 
account and unrealized losses in surplus, an entry should be 
made reversing the reserve provision to surplus and recording 
the entire loss of $3,100 in the loss-on-sale-of-in vestments account; 
otherwise $1,900 of the loss will not have been reflected in the 
profit-and-loss account.
If, however, actual gains and losses, as well as unrealized ones, 
are recorded directly in surplus, as being extraneous in nature, 
nothing is gained by such a procedure. This is the basis of this 
solution.
A C CO UNTING -M A Y, 1932 45
(7) At December 31, 1931, it is again necessary to examine the investments to 
determine the proper valuation. The following schedule may be prepared:
Market or 
Carrying book value
Stock Shares Cost Reserve value per share Total Decline
U. S. Steel......... 100 $19,800 $ 5,900 $13,900 $ 40 $ 4,000 $ 9,900
American Tel.
&  T e l............. 100 13,700 13,700 120 12,000 1,700
Y Com pany.... 600 42,000 24,000 18,000 25 15,000 3,000
Z Com pany.. . . 100 6,200 3,100 3,100 28 2,800 300
$14,900
Unrealized loss in investment value................................................  $14,900
Reserve for loss on investments...................................................  $14,900
To increase the reserve for loss on investments to give 
effect to the market or book values at December 31, 1931.
After all the foregoing entries are made and posted, the accounts affected
(except cash) will appear as follows:
Dec. 3 1 ,  1930 — balances:
Investments
Dec 3 1 ,  1930 (2a). . . . . . .  c $10,000
U. S. Steel........................ a $19,800 Dec. 2 1 ,  1931 (b )........ . . .  b 5,400
General M otors.............. b 5,400
X  Company..................... c 10,000
Y Company..................... d 42,000
Z Company...................... e 6,200
Oct. 3 1 ,  1931 —  (5)
American Tel. & T e l. . . f  13,700
Reserve for loss on investments
Dec. 3 1 ,  1930 (1 )..........
Dec. 3 1 , 1930 (2b)____
Dec. 3 1 ,  1930 —  balances:
$ 1,000 
1,000
U. S. Steel.......................  a
General M otors.............. b
$ 6,900  
1,900
Dec. 2 1 , 1931 (6 ) ............ . .  b 1,900 X  Company....................  c 1,000
Y Company....................  d 24,000
Z Company....................  e 3,100
Dec. 3 1 ,  1931 (7 )...............  a 9,900
d 3,000  
e 300 
f    1,700
Surplus
Dec. 3 1 ,  1930 (2a)......... $ 8 ,000 Dec. 3 1 ,  1930 —  balance..
Dec. 3 1 ,  1930 (1 )...............
Dec. 31,1930 (2b).............
Treasury stock —  common
$3,000,000
1,000
. 1,000
Dec. 3 1 ,  1930 (2a)____
Aug. 3 1 ,  1931 (4 )...........
$ .2 ,000
5,000
May 1 2 , 1931 (3)............... $ 1,000
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Aug. 3 1 ,  1931 (4).
Dec. 2 1 , 1931 (6 )  
Dec. 3 1 ,  1931 (7).
$2,500
Premium on treasury stock sold
May 1 2 , 1931 (3 )...............
Premium on treasury stock purchased 
$10,000
Loss on sale of investments 
$ 1,200
Unrealized loss in investment value 
$14,900
These accounts would appear on the balance-sheet of the X  Company at 
December 31, 1931, somewhat as follows:
On the asset side:
Investments:
Marketable investments:
Cost................................................................................  $ 33,500
Less —  reserve to reduce to market price.............. 17,500 $ 16,000
Other (not readily marketable):
Cost................................................................................  $ 48,200
Less —  reserve to reduce to book value...............  30,400 17,800
Total. $ 33,800
On the liability side:
N et worth:
Capital stock:
Authorized and issued — 10,000 shares of a
par value of $10 each............................................  $1,000,000
Less —  held in treasury —  600 shares.......................  6,000
Outstanding. 
Surplus.............
Total.
$ 994,000 
2,770,400
$3,764,400
X  Company 
Statement of surplus
For the year ended December 31, 1931
Surplus, December 31, 1930..................................................
Adjustments to opening surplus:
Premium paid on treasury stock purchased in 1930.. $
Less:
Over-provision for decline in value of 
U. S. Steel stock......................................  $ 1,000
Provision for loss on treasury stock now 
reversed...................................................... 1,000 $ .
$3,000,000
8,000
2,000 $ 6,000
Surplus as adjusted, December 31, 1 9 3 0 . . . . $2,994,000
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Deduct:
Loss from operations....................................... .................. $ 200,000
Premium on treasury stock purchased___ $10,000 .
Less: premium on treasury stock sold........ 2,500 7,500
Loss on investments sold............................... $ 1,200
Decline in value of investments on hand.. 14,900 16,100
Surplus, December 31, 1931...........................................................................  $2,770,400
The profit-and-loss statement would not show any o f  the results from the security 
operations.
No. 3. The X  Company has been overstating its annual profits 
in anticipating the unearned income arising from the billing 
of the renewal pages of its loose-leaf service (1) in billing for 
one year’s renewal at the date of the shipment of the original 
publication and (2) in billing for subsequent renewals on the 
anniversary dates of the billing for the original publication. 
The income from the original publication should be taken up 
in the year in which it is shipped, for presumably the cost of 
such shipment is charged into the accounts at the time of 
shipment. Following the same principle, the income from 
renewals should be considered as earned at the time of ship­
ment, when the cost of these sales should be recorded.
On this basis, the original charge of $115 may be apportioned
as follows:
Original publication..............................................................  $ 100.00
Renewal pages — at regular sales price..........................  15.00
T otal................................................................................. $115.00
As the company has correctly taken into its accounts the income 
arising from the sale of the original publication, we may confine 
our examination to the correct treatment of the income from 
the sale of renewal pages.
Since the monthly sales are uniform, one sale per month is 
used in the following table which shows the allocation of each 
month’s sale during a year.
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Charges for renewal pages —  1931
Earned
Month billed 1931 1932
January......................................... ........................... $ 15.00
February................................................................... 15.00
March............................................ ..........................  15.00
April............................................... .......................... 7 .50 $ 7.50
M ay................................................. .......................... 7 .50 7.50
June........................................................................... 7 .50 7.50
July.................................................. .......................... 7 .50 7.50
August....................................................................... 7 .50 7.50
September...................................... .......................... 7 .50 7.50
October............................................ 15.00
November....................................... 15.00
December........................................ 15.00
T otal........................................ . ........................  $90.00 $90.00
It will be seen from the above table that the income from sales 
during January, February and March will be earned during the 
current year, as the renewal pages will be shipped on April 1st 
and October 1st of the current year. The income from sales 
during the months of April to September, inclusive, will be divided 
equally between the current and the subsequent year, inasmuch 
as one shipment of the renewal pages will be made on these 
contracts on October 1st of the current year and the other on 
April 1st of the following year. The income from the sales of 
October, November and December will not be earned until the 
following year, when the shipments will be made on April 1st 
and October 1st.
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Apparently, one half of the year’s billings is earned in the 
year billed and one half in the subsequent year. On this basis, 
the schedule (in sets) appearing above may be prepared.
From this schedule, it would appear that the earned income 
of the company has been overstated in the past and that the 
sales price of 3,450 sets of renewals should be deferred. The 
journal entry, reflecting the necessary adjustment based on the 
foregoing schedule, follows:
Adjusting entry
Surplus (1927) — 300 at $15.............................. .......................... $ 4,500
Surplus (1928) — 450 at 1 5 .............................. ..........................  6,750
Surplus (1929) — 600 at 15............................. ..........................  9,000
Surplus (1930) — 900 at 1 5 ............................. ..........................  13,500
Profit and loss
(1931) —  1200 at 15............................. ..........................  18,000
Deferred renewal sales.......................................................  $ 51,750
To set up collections for 3,450 sets to be delivered in
1932, and to adjust profits of 1931 and prior years.
The actual gross profits for the year 1931 are shown in the 
following statement, using the unit costs of $30 and $5 and sales 
prices of $100 and $15 for the original publication and the 
renewal pages, respectively.
T he X  Company
Statement of gross profit for the year ended December 31, 1931
Original publications —  2,400.................................
Renewal pages —  5,700.............................................
T otal......................................................................
Cost o f Gross 
. Sales sales profit 
$240,000 $ 72,000 $168,000
85,500 28,500 57,000
$325,500 $100,500 $225,000
accounting for propertyNo. 4. The general procedure for
repossessed is to record the repossessed property at original 
cost less any depreciation and to consider the instalments 
collected as profit. In this problem, the depreciation, if any, 
of the property at the time it was repossessed is unknown, and 
the appraised (book) value placed upon it during the year 
1922 is used.
(1)
Instalment notes receivable —  discounted.. ..........................  $18,000
Notes payable...................................................................................  $18,000
To record the issuance of notes of the corporation to the
holders of the instalment notes discounted in exchange for 
the latter which are in default.
(2)
Foreclosure account.............................................................................  18,000
Instalment notes receivable —  discounted................................  18,000
To charge the defaulted instalment notes to the fore­
closure account.
(3)
Real-estate investments......................................................................  3 ,000
Surplus..................................................................................................... 15,000
Foreclosure account.........................................................................  18,000
To record the cost of the tract repossessed and to charge
surplus account with the excess of cost of repossession over 
the original cost of the land.
(4)
Real-estate investments...................................................................... 8,000
Capital surplus.................................................................................. 8,000
To write up the value of the repossessed tract to the
appraised value set in 1922.
At the date of the sale of this tract, it would seem that capital 
surplus account was charged with the appreciation of $8,000 
(which is reinstated in entry number 4) and that profit-and-loss 
account (surplus) was credited with the difference between the 
selling price of $25,000 and the original cost of $3,000, or $22,000. 
The difference between this credit of $22,000 and the charge to 
surplus of $15,000 (in entry number 3) represents the $7,000 
which was the amount of the instalment notes paid by the 
defaulting purchaser.
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(b) Balance of goods in department C and their value at 
January 31, 1932; also, the estimated labor thereon.
Number of pounds —  716.88 (see (a))
Per pound Total
Materials....................................................................................  $5.10 $3,656.08
Labor........................................................................................... .1148 82.32
T otal...................................................................................
Estimated labor........................................................................
$5.2148 $3,738.40
$ .10 $ 71.68
(c) Difference between estimated and actual cost of labor and
(d) Actual average cost of winding for the month of January,
1932.
Production for the month was 3,613.83 pounds, at a cost of 
$415, or $.1148 per pound:
Per pound Total
Estimated cost of labor..............................................................  $ .10 $361.38
Actual cost of labor.....................................................................  .1148+  415.00
Difference............................................................................... $ .0148+  $ 53.00
Represented by:
Undercharge to departments (see adjustment in ( a ) ) . . 
Excess of labor in inventory over estim ate:
Actual.....................................................................................
Estimate.................................................................................
$ 42.98
$ 82.32
71.68 10.64
T ota l....................................................................................... $ 53.62
(e) Total of charges to succeeding departments on basis of 
estimated labor cost.
Materials Labor Total
Charge per pound................................................................  $5.10 $ .10  $5.20
Department Pounds
D ...................................... $18,424.67 $361.27 $18,785.94
E ....................................... ...............  9 .10 46.41 .91 47.32
F ....................................... ...............  60.38 307.94 6 .04 313.98
G ....................................... 51.66 1.01 52.67
T otal....................... ...............  3 ,692.29 $18,830.68 $369.23 $19,199.91
AMERICAN INSTITUTE OF ACCOUNTANTS
Examination of November, 1932
Auditing, November, 1932
No. 1. From the statement of the problem it would appear 
that on July 1, 1930, a real-estate tax was assessed for the 
year ended June 30, 1931, payable in two instalments, on 
November 1, 1930, and May 1, 1931. (This interpretation 
may not hold in all states.) Accordingly, the corporation 
should charge its tax account for the year 1931 with one-half 
of the assessed tax for 1930 (applicable to the period January 
1, 1931, to June 30, 1931) and one-half of the assessed tax 
for 1931 (applicable to the period July 1, 1931, to December 
31, 1931).
From the ledger account it would appear that the amounts of 
the assessments made at July 1, 1930, and July 1, 1931, were 
$2,400 and $3,600 respectively. The charge for real-estate taxes 
for the corporation’s fiscal year would be therefore:
½  of  $2,400...............................................................................  $1,200
½  of 3,600...............................................................................  1,800
T otal........................................................    $3,000
The payment made on February 1, 1931, for $1,200 applies 
to the period, July 1, 1930, to December 31, 1930, and should 
be charged against the operations for 1930, by means of the 
following entry:
Surplus.........................................................................................................  $1,200
Profit and loss (surplus) (taxes paid).............................................  $1,200
To transfer charge for taxes for year 1930 paid during 1931.
The unrecorded unpaid state franchise tax of 33,000 should 
be entered to charge the operations for the year 1931 with its
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portion, $500, and to defer the remainder, $2,500, applicable to 
the following year. The entry to record this tax follows:
Taxes paid (profit and loss, 1931)........................................................  $ 500
Prepaid taxes.............................................................................................  2,500
Accrued franchise ta x .......................................................................... $3,000
To record the state franchise tax due November 1, 1931.
An adjustment should be made on the books for the state 
franchise tax of the preceding year, which was paid presumably on 
November 1, 1930. Five-sixths of the amount of this tax should 
be charged against the operations for the year 1931 by means 
of a credit to surplus.
No. 2. The personal assets and liabilities of A. B. Smith, the 
sole proprietor of the Smith Manufacturing Company, should 
be considered in conjunction with the audit of the assets and 
liabilities of the company. The personal liabilities of Mr. 
Smith may be of such nature that he may feel compelled to 
withdraw assets from the company to satisfy those creditors, 
even to the extent of seriously depleting the working capital 
of the business. On the other hand, his personal assets may 
be such that, considered with those of the company, the loan 
sought could be safely granted.
Mr. Smith should be requested to give the data relating to 
his personal assets and liabilities, which should be verified by 
the auditor. Attention should be directed to the following:
(1) Securities on hand, in transit, held in safekeeping or pledged should be
inspected or confirmed and valued at market price.
(2) Real estate owned, with mortgages or liens, should be verified, noting
particularly the maturity dates and amounts payable on the mortgages, 
liens and taxes. Any unpaid past-due taxes should be listed.
(3) Cash in banks and bank loans should be reconciled and confirmed; the
source and nature of the deposits shown on the bank statements should 
be carefully noted.
(4) Accounts and securities with brokers should be confirmed.
(5) A search of the public records should be made to learn of any mortgages
and judgments.
(6) Information relative to life insurance should also be obtained.
(7) Any other points which may arise during the examination.
If the personal assets and liabilities are relatively important, 
a statement showing (1) the financial condition of the company,
(2) that of Mr. Smith, personally, and (3) both combined should 
be included as a part of the report. In any case, the scope and 
the result of the examination of Mr. Smith’s personal affairs 
should be commented upon in the text of the report.
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No. 3.
(a) Customers’ accounts (cash balance and securities).
(1) Obtain the original and a duplicate statement o f the customers’ accounts
which should show the balances at the beginning of the month, purchases, 
sales, remittances, dividends and interest during the month and the 
balances at the date of the audit —  all expressed in terms of cash. The 
customers' security positions should also appear. The duplicate should 
be retained by the auditor for future reference.
(2) Check the statements against the ledger accounts and against a trial balance of
the customers’ ledger accounts. The total of the net balances shown on the 
statements should be checked against the general ledger control account.
(3) Send the statements to the customers (the actual mailing should be done
by the auditor) requesting that confirmation thereof be sent direct to the 
auditor. These confirmations when received should be examined for 
reported differences, which in turn should be satisfactorily explained.
(4) Obtain transcripts of the customers* margin accounts whereon should be
detailed the customers’ money balances, as well as their security positions 
— i.e., securities long, short and safekeeping.
(5) Obtain a transcript of the broker’s security position by securities, which
should show a total position in each security, individual customers* 
positions in each security and the location of the securities.
(6) Verify the existence of the securities by count and by confirmation with
banks, brokers, transfer agents, etc.
(7) Check customers* security positions as shown by the ledger account and
margin account and brokers’ security positions against each other and 
account for all differences.
(8) Account for all securities as shown by the transcript of the broker’s security
position either by count or by confirmations.
(9) Check the adequacy of the collateral security in the case of customers’
margin accounts and provide for actual and possible losses thereon.
(b) Failed to deliver:
These accounts, which represent balances due from other 
brokers for securities not yet delivered to them, should be 
accounted for and verified by obtaining:
(1) A list of such balances from the firm’s records, and
(2) Direct confirmations from the firms to which the securities will be delivered
when the amounts due from them are paid.
(c) Failed to receive:
These accounts, which represent balances due to other brokers 
for securities not yet received from them, should be accounted 
for and verified by obtaining:
(1) A list of such balances from the firm’s records, and
(2) Direct confirmations from the firms from which the securities will be received
when the_amounts due to them are paid.
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No. 4. Dividends should be declared and paid only upon the 
stock outstanding in the hands of the public, and not upon 
treasury stock. If dividends are paid upon treasury stock and 
recorded as income, the earnings will be over-stated.
In the case in point (assuming a dividend of $7 a share) the
profits have been over-stated as follows:
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1928 ......................................................................................... $140,000
1929 ............................................................................................  140,000
1932............................................................................................  420,000
Although these dividends were charged to surplus, they were 
also credited to that account as a part of the earnings for the 
years 1928, 1929 and 1932. Accordingly, no adjustment in the 
surplus account is necessary. However, the earnings statements 
should be corrected by eliminating the dividends on the treasury 
stock entered as income.
The contract of sale of the treasury stock should be examined 
to learn whether the purchasers of the stock were entitled to the 
dividends for the year 1932 only, or whether they were to receive 
all of the unpaid accumulative dividends. In the latter case, the 
liability for the amount of the suspended dividends not paid 
should be entered upon the books.
No. 5.
(a) A “ trade acceptance ” is a “ bill of exchange, drawn by
the seller on the purchaser of goods sold and accepted 
by such purchaser.”
(b) The distinguishing characteristic of the trade acceptance
is that it arose out of a purchase of goods. I t  often 
bears evidence of this fact upon its face.
(c) (1) To the seller, the trade acceptance is more desirable
because it is a promise in writing to pay a stated 
amount at a definite date; it can more readily (and 
at a less cost) be discounted, and thus release 
working capital which would otherwise be tied up 
in open accounts; to the buyer, the use of trade 
acceptances may result in more favorable terms of 
purchase, such as price and dating. However, if he 
is unable to meet his obligation at maturity, his
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credit standing might be impaired, particularly so, 
if the acceptance (a negotiable instrument) is in the 
hands of third parties. Furthermore, the buyer may 
have difficulty in obtaining adjustments, and would 
have no claim of offset against the seller if the 
acceptances were held by third parties.
(c) (2) To the auditor, the use of trade acceptances facilitates 
his work. Acceptances receivable and acceptances 
payable can be verified more quickly and completely 
than open accounts receivable and payable.
(c) (3) To business in general, the use of trade acceptances is 
an aid to the extension of credit; not only by the 
seller to the buyer, but by the banks to the seller, 
and the federal reserve banks to the commercial 
banks.
No. 6. A list of the notes receivable at the date of the balance- 
sheet should be prepared, which should show:
Date
Makers’ names
Date of maturity
Amount
Rate of interest
Interest
Security
When confirming the bank loans, the auditor should request 
a list of the pledged notes and the security thereon to be sent 
direct to him. This list should be checked against the schedule 
which he has prepared. If his schedule shows notes not con­
firmed by the bank, he should ascertain whether they have been 
dishonored or paid. If dishonored, they should be on hand and 
he should note what action has since been taken to obtain pay­
ment. If paid, the amount received should be traced through 
the corporation’s cash records to the bank statement.
Even though the bank has accepted the notes as collateral 
for the loans made to the company, the market value of the 
merchandise evidenced by the warehouse receipts should be 
ascertained to determine whether the notes are fully or partly 
secured.
AUDITING—NOVEMBER, 1932 59
No. 7.
(1) Require that all requests for new and renewal loans and
discounts be approved in writing by an officer of the 
bank. This approval should be recorded on the notes 
or attached thereto.
(2) Require prenumbered triplicate forms to be prepared con­
taining complete information regarding each new loan, 
renewal loan, payment on loans, other loan changes and 
changes in collateral security. The three copies of the 
forms will be disposed of as follows:
(a) Retained by note teller for reference and to be used in a tickler file as a
basis for notices to customers, etc.
(b) Sent to general ledger bookkeeper to summarize and to support daily entries
to “ loans and discounts.”
(c) Sent to auditing department.
(3) Require auditing department to build up and maintain
daily controls of loans and discounts. These controls 
should be arranged according to interest rates of loans. 
The controls mentioned will be constructed and kept 
current by a summary of the entries indicated by the 
triplicate copy of the forms mentioned under (2). These 
controls will enable the auditing department to check 
daily the general ledger figures of “ loans and discounts ” 
and interest earnings.
(4) Require the auditing department to maintain a control
record by securities of all collateral held, and also a 
detailed “ margin account ” for each collateral loan on 
which will be computed, daily, the value of the collateral.
(5) Cause the auditing department to make physical audits
of loans and collateral at least four times a year — these 
audits to be made at unannounced times. At each audit, 
the auditing department should reconcile its records of 
loans and collateral with the actual notes and collateral 
held by the note department.
(6) Request confirmations from customers of loan balances and
collateral for each audit referred to in (5).
No. 8. The apparent meaning of the accounts mentioned is:
(1) Cash discounts lost (debit balance) indicates that the company takes up as 
income at the time of purchase all possible purchase discounts. Such dis­
counts as are not taken are charged to this account.
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(2) Cash discounts not taken (credit balance) indicates that the company 
provides for all possible sales discounts at time of sale. Such discounts 
as are not allowed are credited to this account.
Cash discounts lost:
When a purchase is recorded in the voucher register or pur­
chase record, the following debits and credits are made:
Purchases............................................................................... $1,000.00
Discounts earned............................................................  $ 20.00
Accounts payable............................................................  980.00
When the invoice is paid, the following entry is made in the 
cash disbursements record:
(1) I f  the discount is earned:
Accounts payable................................................................
Cash....................................................................................
(2) I f  the discount is lost:
Accounts payable................................................................
Cash discounts lost.............................................................
Cash....................................................................................
$ 980.00
$ 980.00
$ 980.00  
20.00
1,000.00
At the end of the accounting period, an examination of the 
unpaid vouchers should be made to ascertain the amount of the 
discounts lost on the past-due vouchers and the amount of the 
discounts available on the vouchers not yet due for payment. 
With this information the following entry should be made to 
state correctly the liability on the vouchers payable.
Cash discounts lost.............................................................  $ xxx.xx
Discounts earned.................................................................  x ,xxx.xx
Accounts payable............................................................  $x,xxx.xx
The amount of the cash discounts actually earned during the 
period is the difference between the balances in the discounts- 
earned account and the cash-discounts-lost account.
After the books have been closed for the period, the amount 
of the discounts available in the preceding entry should be reversed 
as follows:
Accounts payable.................................................................
Discounts earned.............................................................
$x,xxx.xx
$x,xxx xx
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Cash discounts not taken:
When a sale is recorded in the sales journal, the following debits 
and credits are made:
Accounts receivable..................................................................... $490.00
Discounts on sales........................................................................ 10.00
Sales............................................................................................. $500.00
When the remittance is received, the following entry is made 
in the cash-receipts record:
(1) I f the discount is taken:
Cash.................................................................................................
Accounts receivable.................................................................
(2) I f the discount is not taken:
Cash.................................................................................................
 Cash discounts not taken............. ........................................
Accounts receivable.................................................................
$490.00
$490.00
$500.00
$ 10.00  
490.00
At the end of the accounting period an examination of the 
unpaid sales invoices (or ledger accounts) should be made to 
ascertain the amount of the discounts lost on those past due 
and the amount of the discounts which may be taken on those 
not yet due for payment. The impracticability of securing this 
information is a decided disadvantage. However, these data 
are necessary, if the accounts receivable and the discounts actually 
allowed during a given period are to be correctly stated. The 
entry follows:
Accounts receivable........................................................  $xx,xxx.xx
Discounts on sales......................................................  $xx,xxx.xx
Cash discounts not taken.........................................  x , xxx. xx
The amount of the cash discounts actually allowed during the 
period is the difference between the balances in the sales-discount 
account and the cash-discounts-not-taken account.
After the books have been closed for the period, the amount 
of the discounts on sales in the preceding entry should be reversed 
as follows:
Discounts on sales........................................................... $xx,xxx.xx
Accounts receivable....................................................  $xx,xxx.xx
In the profit-and-loss statement the accounts may be shown
as follows:
(1) Financial income:
Discounts earned (available)................................  $xx,xxx.xx
Cash discounts not taken......................................  x , xxx.xx
Financial expense:
Discounts on sales (available).............................. xx,xxx.xx
Cash discounts lost.................................................. x ,xxx.xx
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(2) Financial income:
Discounts earned (available)................................
Less —  cash discounts lost....................................
Financial expense:
Discounts on sales (available)..............................
Less —  cash discounts not taken.........................
$xx,xxx.xx  
x,xxx.xx
----------------  $xx,xxx.xx
$xx,xxx.xx  
X ,X X X .X X
---------------------- X X ,X X X . XX
(3) Show the net amount of the discounts actually earned and actually allowed.
No. 9. Cash discounts on sales may be treated in the income 
statement as:
(1) A reduction of sales.
(2) A selling expense.
(3) A financial expense.
(1) In certain industries, the cash discount rate may run as high as 8 per cent.
or 10 per cent. Because of the high rate, the discount is considered to be 
a trade discount, even though it can be deducted only upon the prompt 
payment of the invoice. Accordingly, in many cases, the discount is 
deducted from sales in the income statement.
(2) In other cases, the discount is considered as an inducement to the prospective
purchaser to buy, and the amount allowed may be treated as a selling 
expense. Particularly is this so where the operations of the credit 
department and of the selling department are closely affiliated. In such 
circumstances, the discount is considered not only as an inducement to 
buy, but also to pay promptly, with a resulting decrease in collection and 
bad-debt expense.
(3) As cash discounts are offered, in many cases, for the purpose of obtaining
capital for current operations without resorting to borrowing, the amount 
so allowed may be considered as closely akin to interest and, hence, a 
financial expense.
No. 10. The franchise, the contract with the incorporators and 
the minutes of the meetings of the board of directors should 
be examined first, to ascertain:
(1) The life, terms, etc., of the franchise, and the ownership.
(2) The amount actually expended by the corporation for the purchase o f the
franchise.
(3) The manner of payment.
From the explanation in the journal entry, it would appear 
that the corporation paid nothing to the incorporators. If  the 
corporation acquired the franchise by a donation by the incor­
porators, the credit should have been made to “ donated surplus.”
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If there is an agreement to pay the incorporators, the credit 
should have been made to a liability account. If the corporation 
reimbursed the incorporators with capital stock, the credit should 
have been made to the capital-stock account. If  with cash, the 
account charged with the payment should be credited, franchise 
account should be debited with the amount paid, and the entry 
given in the problem should be reversed.
Provision should be made for amortization of the franchise.
Accounting Theory and Practice, Part I, November, 1932
No. 1. Here we are confronted with a situation in which a cor­
poration has just installed a job cost system — or, at least, has 
just tied in its job cost system with its general ledger accounts. 
The candidate, after studying the problem and noting the 
variations between actual and applied overhead, and the appar­
ently arbitrary rates of 100 per cent. of direct labor used in each 
department, may be sorely tempted to redistribute the overhead
in an attempt to arrive at actual cost.
Before making a redistribution, however, the candidate should
consider two factors: (1) the possibility of an accurate distribu­
tion, and (2) the desirability of a distribution.
(1) The $3,480 of unabsorbed overhead can readily be spread proportionately 
over the total of the shipments for the month plus the closing inventory of 
work in progress:
Unapplied overhead 
Per  
books Fraction Amount Actual
Cost of shipments......................................  $45,520 4552/6752 $2,346 $47,866
Work in progress, closing........................  22,000 2200/6752 1,134 23,134
$67,520 6752/6752 $3,480 $71,000
However, there is no assurance that this allocation is correct; it is probably 
incorrect, for the cost of shipments includes $20,000 o f opening inventory 
which required a smaller proportion of labor (and overhead) this month 
than goods wholly completed during the month. Furthermore, the cost 
of shipments includes a charge to plant which may have been made on the 
basis of material and labor only, and a charge to power expense which, if  
increased, will require a re-application of the overhead already applied.
(2) Even assuming that all the facts were known, so that the overhead could 
be redistributed with scientific accuracy, would such a course be advisable? 
Hardly, because an adjustment of the closing inventory would require an 
adjustment o f each cost sheet, in order that the job could be charged out 
correctly when it was completed. This method would entail considerable 
work with few benefits and would require a separation of labor and over­
head on each job by months as well as departments for the end-of-month 
adjustments. Adjustment o f the monthly statements without adjust­
ment o f the books, while it would cut down the cost sheet detail, would 
create the new complication o f ascertaining how much of the previous 
month’s inventory adjustment applies to goods held over.
64
ACCOUNTING—NOVEMBER, 1932 65
A
 C
o
r
po
r
a
t
io
n
Su
m
m
ar
y 
an
d 
di
st
ri
bu
tio
n 
of
 c
os
ts
 b
y 
de
pa
rt
m
en
ts
 fo
r 
th
e 
m
on
th
 o
f 
. 
. 
.
L
ab
or
G
en
er
al
 
 
W
or
k 
in
 
Po
w
er
 
Pa
tt
er
n 
M
ac
hi
ne
 
pl
an
t 
Po
w
er
 
Pa
tt
er
n 
M
ac
hi
ne
T
ot
al
 
pr
og
re
ss
 
ho
us
e 
sh
op
 
Fo
un
dr
y 
sh
op
 
ex
pe
ns
e 
ho
us
e 
sh
op
 
Fo
un
dr
y 
sh
op
 
In
ve
nt
or
y 
at
 b
eg
in
ni
ng
 o
f 
m
on
th
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
$2
0,
00
0 
$2
0,
00
0
R
aw
 m
at
er
ia
ls
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
25
,5
00
 
24
,0
00
 
$ 
50
0 
$1
,0
00
St
or
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
15
,0
00
 
10
,0
00
 
15
0 
$1
,1
50
 
$ 
90
0 
$1
,5
00
 
1,
30
0
M
is
ce
lla
ne
ou
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
2,
30
0 
1,
50
0 
50
 
12
5 
35
0 
27
5
L
ab
or
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
6,
20
0 
$3
50
 
$6
50
 
$1
,9
50
 
$3
,2
50
D
ep
re
ci
at
io
n.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
1,
10
0 
14
0 
10
0 
30
0 
48
0 
80
In
su
ra
nc
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
50
0 
10
0 
50
 
12
5 
20
0 
25
T
ax
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
24
0 
40
 
30
 
75
 
75
 
20
T
ot
al
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
$7
0,
84
0 
$5
5,
50
0 
$ 
93
0 
$1
,3
80
 
$1
,5
25
 
$2
,6
05
 
$2
,7
00
 
$3
50
 
$6
50
 
$1
,9
50
 
$3
,2
50
D
is
tr
ib
ut
io
n 
of
 la
bo
r.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
5,
15
0 
35
0 
75
 
12
5 
27
5 
22
5 
35
0 
 
65
0 
1,
95
0 
3
,2
50
D
is
tr
ib
ut
io
n 
of
 p
ow
er
 h
ou
se
 c
os
ts
:
T
o 
fa
ct
or
y.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
1,
44
0 
24
0 
40
0 
80
0
T
o 
ge
ne
ra
l o
ff
ic
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
16
0 
16
0
T
ra
ns
fe
r 
of
 p
or
tio
n 
of
 s
ho
p 
ov
er
he
ad
 t
o 
ge
ne
ra
l 
pl
an
t
ex
pe
ns
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
16
0 
15
0
F
ac
to
ry
 o
ve
rh
ea
d 
ch
ar
ge
d 
to
 p
ro
du
ct
io
n.
...
...
...
...
...
...
...
...
...
 
6,
87
0 
60
0 
1,
96
0 
3
,2
50
 
1,
17
0 
 
T
ot
al
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
 
$7
0,
68
0 
$6
7,
52
0 
$ 
32
0 
$1
,0
45
 
$ 
10
0 
$ 
43
0 
$1
,9
05
Fi
ni
sh
ed
 g
oo
ds
 c
ha
rg
ed
 t
o:
Po
w
er
 h
ou
se
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
32
0 
32
0
Pl
an
t 
an
d 
eq
ui
pm
en
t..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
1,
60
0 
1,
60
0
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
43
,7
00
 
43
,7
00
B
al
an
ce
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
$2
5,
48
0 
$2
2,
00
0 
$1
,0
45
 
$ 
10
0 
$ 
43
0 
$1
,9
05
In
ve
nt
or
y 
at
 e
nd
 o
f m
on
th
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
$2
2,
00
0 
$2
2,
00
0
U
na
bs
or
be
d 
ov
er
he
ad
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
3,
48
0 
$1
,0
45
 
$ 
10
0 
$ 
43
0 
$1
,9
05
66 A N S W E R S
Thus a strong argument is presented against using the actual costs, even 
with no consideration of the possibility that an overhead rate of 100 per 
cent, will produce a normal cost, a cost which averages out the seasonal 
fluctuations and is more satisfactory than the actual cost. One fact (use 
of a 100 per cent. overhead rate in all departments, whereas the actual 
overhead varies from slightly more than 100 per cent. to almost 300 per 
cent. of labor cost), may indicate that the accountant failed to consider 
each department separately in setting the rates, and that a recomputa­
tion should be made; such a conclusion is not warranted without more 
information.
A Corporation
Statement of cost of sales for the month of . . .
Materials:
Inventory, at beginning of month.....................  $30,000
Purchases......................... ........................................  20,000
------------- $50,000
Inventory, at end of month................................  24,500
Raw materials used...............................................
Direct labor..................................................................
Manufacturing expense:
Stores used...............................................................  $15,000
Miscellaneous..........................................................  2,300
Indirect labor..........................................................  1,050
Depreciation............................................................  1, 100
Insurance..................................................................  500
Taxes.......................................................................... 240
------------- $20,190
Deduct: power house expense charged to 
general office........................................................  160
$25,500
5,150
Total manufacturing expense..........................
Unabsorbed manufacturing expense:
Pattern shop........................................................
Foundry................................................................
Machine shop......................................................
General plant expense.......................................
$20,030
$ 1,045  
100
430
1,905
------------ 3,480
------------- 16,550
Total manufacturing cost.........................................  $47,200
Deduct: increase in work-in-process inventories:
Inventory at end of the month..........................  $22,000
Inventory at beginning of the month...............  20,000
2,000
ACCOUNTING—NOVEMBER, 1932 67
Cost of shipments........................................................ $45,200
Deduct: finished product charged to plant and
equipment................................................................. 1,500
Cost of sales.................................................................  $43,700
Apparently the corporation is using some kind of job-cost record, as indicated 
by the journal entry crediting out the shipments for the month. A better analysis 
of the cost of sales could be obtained if the work-in-progress account were broken 
down into three accounts —  materials in process, labor in process and overhead 
in process (it might even be desirable to divide the labor and overhead applied 
departmentally). Then the journal entry at the end of the month would show 
how much materials, labor and overhead had entered into the cost of the goods 
sold. The cost statement would not contain the item o f “  variation in inventory 
of work in progress,” as each of the elements of cost would be separately adjusted 
for this variation.
In order to facilitate the preparation of the cost summary, it is suggested that 
each departmental overhead account be supported by detail accounts, and further 
that the credit for overhead applied be posted to a separate account. The dif­
ference between the sum of the detail accounts (a debit) and the applied account 
(a credit) would represent the over- or under-absorbed overhead. The overhead 
accounts could be kept on columnar distribution sheets (using as many columns 
as necessary), in this manner:
Pattern Department Overhead
Date Ref Stores
1
Power
2
Taxes
3
Insur­
ance
4
Depre­
ciation
5
Trans­
fers
6
Total
10
Applied
A
In this solution, stores are treated as supplies, and hence as overhead; they may 
have been finished parts.
While the unabsorbed overhead may be deferred at the end of each month, 
the balance under- or over-absorbed at the end of the normal or fiscal year should 
be closed out to operations.
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No. 2.
Schedule I
Professional Association 
Statement of determination of sales by quantities 
(Unbound sets of 12 bulletins each are included with single bulletins)
1929 Issues 1930 Issues 1931 Issues
Bound Single 
sets bulletins
Bound Single 
sets bulletins
Bound Single 
sets bulletins
Inventory, December 3 1 ,  1929 .. 
Printed during 1930 (6,000 copies 
per m onth)..................................
Bound during 1930 .......................
1,900 17,300
300
72,000
3 ,600
T otal.......................................... 1,900 17,300 300 68,400
Deduct:
Distribution during 1930 (3,800 
  m onthly)..................................
Inventory, December 31, 1930 1,500 16,900 300
45,600
10,400
T otal.......................................... 1,500 16,900 300 56,000
Sales during 1930........................... 400 400 12,400
Inventory, December 31, 1930 .. 
Printed during 1931......................
1,500 16,900 300 10,400
36,000
Deducted:
Distribution in 1931 (3,290 
m onthly)...................................
Inventory, June 30, 1931......... 1,380 16,700 250 9,900
19,740
11,000
T otal.......................................... 1,380 16,700 250 9,900 30,740
Sales during six months ended 
June 30, 1931............................... 120 200 50 500 5,260
Professional Association
Schedule I I
Statement showing sales by quantities and amounts for the year ended 
December 31, 1930, and the six months ended June 30, 1931
Year ended Six months ended
December 31, 1930 June 30. 1931
Quantities Amount Quantities Amount
Sets:
1929 issues............... ...........................  400 120
1930 issues...........................................  50
Total (at $8.60 each)................... 400 $3,440 170 $1,462
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Single copies:
1929 issues............................
1930 issues............................
1931 is su e s .. . ......................
.............  400
.............  12,400
200
500
5,260
Total (at $.50 each). . . . .............  12,800 $6,400 $5,960 $2,980
Total Sales................................ .............  $9,840 $4,442
Exhibit A
Professional Association
Statement showing cost of bulletins for the year ended December 31, 1930, and for the six
Opening inventory.........................
months ended June 30, 1931
Year ended 
December 31, 1930
.........  £17,730.00
Six months ended
June 30, 1931
$12,585.00
Printing............................................. ...........  21,600.00 10,800.00
Binding..............................................
Total.........................................
...........  900.00
...........  £40,230.00 £23,385.00
Deduct: closing inventory at cost:  
Closing inventory (schedule I I I ) . . . .  $12,585.00 $10,294.50
Write-downs................ ................ ...........  7 ,485 .00  20,070.00 4,684 .50  14,979.00
Total cost of bulletins.......... ...........  $20,160.00 £ 8,406.00*
Write-down
1929 issues sold during period:
Sets.....................................................................................................
Single copies....................................................................................
December 31, 1930
Per unit Total
120
200
£3.30
.15
£396.00
30.00
$426 .00Total..............................................................................................
Exhibit B
Professional Association
Statement of profit and loss for the year ended December 31, 1930, and for the six months 
ended June 30, 1931
Year ended Six months ended
December 31, 1930 June 30, 1931
Income:
D ues................................................. £16,450.00
Sales of bulletins.......................... 4 ,442.00
Sales of advertising...................... 3 ,250.00
Interest on investments............. .........  700.00 300.00
Total income........... ............................ $52,990.00 $24,442.00
* No adjustment is made to give effect to the fact that the opening inventory contained 1929
bulletins valued below cost, which were sold during the period; this would increase the cost by 
$420, as computed below.
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Expenses:
Cost of bulletins sold and distributed
(exhibit A )............................................  $20 ,160.00
Write-down of closing inventory. . . .  7 ,485.00
Salaries....................................................... 17,700.00
Office expense...........................................  2 ,600 .00
Depreciation.............................................  525.00
$ 8 ,406 .00  
4 ,684.50  
10,000.00  
2,455.00  
270.00
Total expense....................................... 48,470.00 $25,815.50
N et profit (loss†) ......................................... $ 4,520.00 $ 1 ,373.50†
Exhibit C
Professional Association 
Balance-sheet —  June 30, 1931
Assets
Current assets:
Cash..............................................................  $ 5 ,300.00
Accounts receivable:
Members..................................................  $11,250.00
Advertising...................... .......................  625.00 11,875.00
Accrued interest.........................................  200.00
Inventory of publications:
1931 bulletins, at cost..........................  J 3 ,300.00
1930 bulletins, at 75% of cost...........  3 ,465.00
1929 bulletins, at 25% of cost...........  3 ,529.50
Prepaid insurance..........................................
Investments in stocks and bonds..............
Furniture and fixtures..................................
Less: reserve for depreciation.................
Liabilities and net worth
Current liabilities:
Accounts payable.......................................
Membership dues paid in advance:
1931 ...............................................................  $16,450.00
1932 ...............................................................  1,500.00
10,294.50 $27, 669.50
$ 5,400.00  
1,250.00
70.00
15,000.00
4,150.00
$46,889.50
$ 2 ,700.00
17,950.00
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N et worth:
Balance, December 31, 1929 (as ad­
justed) ......................................................
N et profit (loss*) — exhibit B:
For the year ended December 31,
1931......................................................
For the six months ended June 30,
1931......................................................
Total net worth.....................................
$23,093.00
$ 4,520.00
1,373.50* 3,146.50
$26,239.50
$46,889.50
Explanatory adjusting entries 
(1)
Surplus................................................... .............................................
Profit and loss —  1930................................................................
To set out the latter figure from surplus.
(2)
Surplus................................................................................................
Binding...........................................................................................
This $900 must represent the cost of binding the 1930 
issues (300 sets at $3), as no binding of 1931 issues has 
yet been done. Since a charge of $900 appears in the 
1930 statement for binding (part of the 1929 expense),
this entry is made to surplus.
(3)
Surplus................................................................................................
Printing............................................................ ..............................
Profit and loss —  1930................................................................
Here, as above, the expense in the past has been re­
corded at the time o f payment, rather than at the time 
it was incurred. The cost of printing is stated to have 
been 30 cents a copy, or $1,800 a month (6,000 copies).
The above entry adjusts the expense to this basis.
(4)
Profit and loss —  1930....................................................................
Membership dues —  1931..........................................................
1931 dues taken up as income in 1930.
(5)
Profit and loss — 1930....................................................................
Surplus............................................................................................
To adjust accounts for error in inventory at Decem­
ber 3 1 ,  1929:
$11,925
$11,925
900
900
1,960
620
1,340
400
400
As corrected..................................................... $17,730
Per books.........................................................  17,600
Adjustment.................................................. $ 130
130
130
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(6)
Profit and loss —  1930....................................................................
Inventory of publications..........................................................
To adjust December 31, 1930, inventory:
As revalued...................................................... $12,585
Per books.........................................................  20,800
Adjustment.................................................  $ 8,215
(7)
Membership dues — 1931..............................................................
Membership dues — 1932..............................................................
Deferred dues income —  1931..................................................
Deferred dues income — 1932..................................................
To defer portion of dues income unearned at June 30, 
1931.
$ 8,215
$ 8,215
$16,450
1,500
$16,450
1,500
No. 3. The problem states that “ the syndicate agreement pro­
vided . . . that each of the three participants would be the 
equitable owner of a one-third interest, that the capital should 
be contributed to the venture in proportion to the respective 
interests, and that interest at the rate of 6 per cent. per annum 
should be allowed on capital.”
The first step, then, should be the computation of interest on 
the capital investments and the second the statement of the 
capital investments of the participants in the syndicate.
X  Y  Z Syndicate
Statement of computation of interest on capital accounts for the period 
April 1, 1928, to June 30, 1932
Investment account of X
Interest
Date Particulars Amount
Period
(years)
(to June 30, 
1932)
April 1, 1928............... $ 34,000.00* 4¼ $ 8,670.00
October 1, 1928.......... 5 ,0 0 0 .0 0 3 ¾ 1,125.00
April 1, 1929............... 4 ,500.00 3¼ 780.00
January 1, 1930......... ___  Payment of loan 50,000.00 7,500.00
May 1 ,  1930................
(Note)
5 ,000.00 650.00
April 1, 1932............... 2 ,0 0 0 .0 0 ¼ 30.00
Totals................... $100,000.00 $18,755.00
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Investment account of Y
Date
April 1, 1928........................
April 1, 1929........................
May 1 ,  1931........................
April 1, 1932........................
Particulars
Cash
Cash
Cash
Cash
Amount
$ 21,000.00
2,000.00
2,500.00
2,000.00
Period
(years)
4¼
3¼
11/6
¼
Interest
(to June 30, 
1932)
$ 5,355.00  
390.00  
175.00 
30.00
Totals............................ $ 27,500.00 $ 5 ,950.00
Investment account of Z
Interest
Period (to June 30,
Date Particulars Amount (years) 1932)
April 1, 1928........................ Cash $ 20,000.00 4¼ $ 5,100.00
April 1, 1929........................ Cash 2 ,500.00 3¼ 487.50
May 1 ,  1931......................... Cash 2 ,500.00 11/6 175.00
April 1, 1932........................ Cash 2,000 .00
¼
30.00
Totals............................ $ 27,000.00 $ 5,792.50
N ote.— From the problem, it will be seen that the $50,000
bank loan for three months dated April 1, 1929, was renewed 
on July 1, 1929, and again on October 1, 1929. At these dates 
discount of $750 was paid. I t  seems likely therefore that three 
months after October 1, 1929, or on January 1, 1930, this loan 
was paid by X, who had guaranteed the loan, as the payment 
does not appear in the syndicate’s records.
X  Y Z Syndicate
Statement of capital investments for the period from 
April 1, 1928, to June 30, 1932
Capital invested...............
Interest on capital...........
T otal...........................
Interest charged...............
Investment, as adjusted. 
Investment, as required.
Excess investment...........
Deficiency in investment.
X Y
$100,000.00 $27,500.00
18,755.00 5,950.00
$118,755.00 $33,450.00
10,165.83 10,165.83
$108,589.17 $23,284.17
51,500.00 51,500.00
Z Together
$27,000.00 $154,500.00
5,792.50 30,497.50
$32,792.50 $184,997.50
10,165.84 30,497.50
$22,626.66 $154,500.00
51,500.00 154,500.00
$ 57,089.17
$28,215.83 $28, 873.34
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In the above statement, the interest on capital investments 
credited to the individual participants is distributed in equal 
thirds to ascertain the adjusted investments as between the 
participants. From this adjusted investment, the amount of the 
required contribution is deducted to determine the excess or 
deficiency of the individual investments.
X  Y Z Syndicate
Balance-sheet —  June 30, 1932
Assets
Cost o f property...................................................................
Deferred carrying charges:
T axes...................................................................................
Legal fees...........................................................................
Interest on purchase money mortgage......................
Interest on second mortgage........................................
Discount on second mortgage......................................
Interest on bank loan ....................................................
$215,500.00
T otal...............................................................................
Less —  rents received.....................................................
Cash.........................................................................................
$ 18,678.00  
1,000.00  
24,000.00  
3,000 .00  
4,500 .00
2 ,2 5 0 .0 0  
$ 53,428.00  
15,000.00
-----------------  38,428.00
572.00
Liabilities and investment
First mortgage......................................................................
Participants’ equities:
X ..........................................................................................  $108,589.17
Y ..........................................................................................  23,284.17
Z ...........................................................................................  22,626.66
$254,500.00
$100,000.00
154,500.00
$254,500.00
N ote.—The above balance-sheet does not give effect to the accrual o f interest 
on the purchase-money mortgage of $1,500 at June 30, 1932, nor to any liability 
for accrued taxes at that date.
Comments
The cash account was obtained by totalling the receipts and 
disbursements listed in the problem:
Receipts............................................................................ $169,500.00
Disbursements...............................................................  168,928.00
Balance............................................................................ $ 572.00
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The details of the deferred carrying charges may be picked 
out of the problem and classified on scratch paper.
The amount of the first mortgage was determined by capitalizing 
the annual interest payment of $6,000 at the rate of the mort­
gage, 6 per cent., which indicates that the principal of the mort­
gage is $100,000.
The amount of the discount on the second mortgage was 
obtained as follows:
Purchase price of land........................................................ $215,500.00
Less:
Cash paid..........................................................................  $ 70,000.00
First mortgage.................................................................  100,000.00 170,000.00
Proceeds of second mortgage...........................................
Amount of second mortgage.............................................
Discount on second mortgage..........................................
$ 45,500.00  
50,000.00
$ 4 ,500.00
No. 4.
See exhibits A, B and C.
James Black as T rustee o r  Black and White Exhibit D  
Statement of capital accounts from December 3 1 ,  1931, to September 30, 1932
Balance, December 31, 1931..........
Profit for period.................................
Black
40%
. . .  $229,294.37  
21,400.76
White
60%
$343,941.56
32,101.13
Together
100%
$573,235.93
53,501.89
T otal............................................ . . .  $250,695.13 $376,042.69 $626,737.82
Less —  withdrawals.......................... 80,000.00 120,000.00 200,000.00
Balance, September 30, 1932......... . . .  $170,695.13 $256,042.69 $426,737.82
James Black as T rustee or Black and White Exhibit E  
Balance-sheet —  September 30, 1932
Assets
Cash............................................... ....................................................................  $ 10,093.17
Notes and accounts receivable..................................................................... 3 ,500 .00
Marketable securities.....................................................................................  362,905.77
Timber lands — 75% interest in 10,000 acres......................................... 51,646.03
$428,144.97
78 A N S W E R S
L
ia
bi
lit
ie
s 
to
 b
e 
liq
ui
da
te
d:
N
ot
es
 p
ay
ab
le
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
$5
00
,0
00
.0
0
A
cc
ru
ed
 in
te
re
st
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
1,
50
0.
00
L
ia
bi
lit
y 
as
 
gu
ar
an
to
rs
 
of
 
no
te
 
of
 
K
iln
L
um
be
r 
C
o.
, b
an
kr
up
t..
...
...
...
...
...
...
...
...
...
...
...
 
38
,1
70
.3
1
A
cc
ou
nt
s 
pa
ya
bl
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
14
,3
57
.3
3
L
ia
bi
lit
y 
to
 
re
pu
rc
ha
se
 
$1
0,
00
0 
bo
nd
s 
of
K
iln
 L
um
be
r 
C
o.
 a
t 
9
7
½...
...
...
...
...
...
...
...
...
...
...
...
 
9,
75
0.
00
---
---
---
---
---
---
 
$ 
56
3.
77
7.
64
L
ia
bi
lit
ie
s 
as
su
m
ed
:
E
xp
en
se
s 
ac
cr
ue
d.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
43
2.
15
Su
pp
le
m
en
ta
ry
 c
re
di
ts
:
Se
tt
le
m
en
t 
of
 d
am
ag
e 
cl
ai
m
...
...
...
...
...
...
...
...
...
...
 
$ 
3,
00
0.
00
In
co
m
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
14
,7
32
.0
3
---
---
---
---
---
---
 
17
,7
32
.0
3
A
ss
et
s 
re
al
iz
ed
:
L
ife
-in
su
ra
nc
e 
fu
nd
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
 
$ 
44
,7
00
.0
2
M
ar
ke
ta
bl
e 
se
cu
ri
ti
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
71
2,
55
4.
07
N
ot
es
 a
nd
 a
cc
ou
nt
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
.. 
17
,4
29
.3
0
B
on
ds
 o
f 
K
iln
 L
um
be
r 
C
o.
..
..
...
...
...
...
...
...
...
.. 
56
,2
50
.0
0
In
te
re
st
 in
 lo
gs
, l
um
be
r,
 m
ac
hi
ne
ry
 a
nd
 lo
g­
gi
ng
 e
qu
ip
m
en
t..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
2,
72
5.
09
---
---
---
---
---
---
 
83
3,
65
8.
48
A
ss
et
s 
no
t 
re
al
iz
ed
:
M
ar
ke
ta
bl
e 
se
cu
ri
ti
es
 
...
...
...
...
...
...
...
...
...
...
...
..
 
$3
62
,9
05
.7
7
N
ot
es
 a
nd
 a
cc
ou
nt
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
.. 
3,
50
0.
00
T
im
be
r l
an
ds
 —
 7
5%
 in
te
re
st
 in
 1
0,
00
0 
ac
re
s.
 
51
,6
46
.0
3
---
---
---
---
---
---
 
41
8,
05
1.
80
$1
,8
33
,6
52
.1
0
B
al
an
ce
s 
do
w
n 
—
 li
ab
ili
tie
s:
L
ia
bi
lit
ie
s 
to
 
re
pu
rc
ha
se
 
bo
nd
s 
of
 
K
iln
L
um
be
r 
C
o.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
$ 
97
5.
00
E
xp
en
se
s 
ac
cr
ue
d.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
43
2.
15
---
---
---
---
---
---
 
$ 
1,
40
7.
15
Ja
m
es
 B
la
c
k
 a
s 
T
r
u
st
ee
 o
f 
B
la
c
k
 a
n
d
 W
h
it
e 
E
xh
ib
it 
A
St
at
em
en
t 
of
 r
ea
liz
at
io
n 
an
d 
liq
ui
da
tio
n 
fr
om
 D
ec
em
be
r 
31
, 
19
31
, t
o 
Se
pt
em
be
r 
30
, 
19
32
A
ss
et
s 
to
 b
e 
re
al
iz
ed
:
L
ife
-in
su
ra
nc
e 
fu
nd
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
 
$ 
44
,7
00
.0
2
M
ar
ke
ta
bl
e 
se
cu
ri
ti
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
97
8,
66
3.
77
N
ot
es
 a
nd
 a
cc
ou
nt
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
. 
23
,2
68
.6
3
B
on
ds
 o
f 
K
iln
 L
um
be
r 
C
o.
..
..
...
...
...
...
...
...
...
...
 
66
,2
50
.0
0
In
te
re
st
 in
 lo
gs
, 
lu
m
be
r,
 m
ac
hi
ne
ry
 a
nd
 lo
g­
gi
ng
 e
qu
ip
m
en
t..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
22
,6
04
.2
5
---
---
---
---
---
--
 
$1
,1
25
,4
86
.6
7
A
ss
et
s 
ac
qu
ir
ed
:
M
ar
ke
ta
bl
e 
se
cu
ri
ti
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
$ 
3,
72
5.
00
T
im
be
r 
la
nd
s, 
75
%
 in
te
re
st
 in
 1
0,
00
0 
ac
re
s.
. 
61
,6
46
.0
3 
A
cc
ou
nt
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
2,
50
0.
00
---
---
---
---
---
---
 
57
,8
71
.0
3
Su
pp
le
m
en
ta
ry
 c
ha
rg
es
:
In
te
re
st
 p
ai
d.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
$ 
26
,0
00
.0
0
A
cc
ou
nt
s 
pa
ya
bl
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
1,
27
5.
00
E
xp
en
se
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
7,
32
8.
30
---
---
---
---
---
---
 
34
,6
03
.3
0
L
ia
bi
lit
ie
s 
liq
ui
da
te
d:
N
ot
es
 p
ay
ab
le
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
$5
00
,0
00
.0
0
A
cc
ru
ed
 in
te
re
st
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
1,
50
0.
00
L
ia
bi
lit
y 
as
 
gu
ar
an
to
rs
 
of
 
no
te
 
of
 
K
iln
L
um
be
r 
C
o.
, b
an
kr
up
t..
...
...
...
...
...
...
...
...
...
...
...
 
36
,1
49
.7
3
L
ia
bi
lit
y 
to
 r
ep
ur
ch
as
e 
bo
nd
s o
f K
iln
 L
um
be
r
C
o.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
8,
77
5.
00
A
cc
ou
nt
s 
pa
ya
bl
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
14
,3
57
.3
3
---
---
---
---
---
---
 
56
0.
78
2.
06
L
ia
bi
lit
ie
s 
no
t 
liq
ui
da
te
d:
L
ia
bi
lit
y 
to
 r
ep
ur
ch
as
e 
bo
nd
 o
f 
K
iln
 L
um
be
r
C
o.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
$ 
97
5.
00
E
xp
en
se
s 
ac
cr
ue
d.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
43
2.
15
---
---
---
---
---
--
 
1,
40
7.
15
Pr
of
it 
on
 r
ea
liz
at
io
n.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
  
53
,5
01
.8
9
$1
,8
33
,6
52
.1
0
B
al
an
ce
s 
do
w
n 
—
 a
ss
et
s:
M
ar
ke
ta
bl
e 
se
cu
ri
ti
es
....
...
...
...
...
...
...
...
...
...
...
...
...
. 
$3
62
,9
05
.7
7
N
ot
es
 a
nd
 a
cc
ou
nt
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
. 
3,
50
0.
00
T
im
be
r l
an
ds
 —
 7
5%
 in
te
re
st
 in
 1
0,
00
0 
ac
re
s. 
51
,6
46
.0
3
---
---
---
---
---
---
 
$ 
41
8,
05
1.
80
ACCOUNTING—NOVEMBER, 1932 79
Ja
m
es
 B
la
c
k
 a
s 
T
r
u
st
ee
 o
f 
B
la
c
k
 a
n
d
 W
h
it
e 
E
xh
ib
it 
B
R
ea
liz
at
io
n 
pr
of
it-
an
d-
lo
ss
 a
cc
ou
nt
 fr
om
 D
ec
em
be
r 
3
1
, 1
93
1,
 t
o 
Se
pt
em
be
r 
30
, 
19
32
L
os
s 
on
 r
ea
liz
at
io
n 
of
: 
G
ai
n 
on
 r
ea
liz
at
io
n 
of
:
N
ot
es
 a
nd
 a
cc
ou
nt
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
$ 
4,
83
9.
33
 
M
ar
ke
ta
bl
e 
se
cu
ri
ti
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
$ 
93
,0
71
.0
7
L
og
s, 
lu
m
be
r,
 m
ac
hi
ne
ry
 a
nd
 
lo
gg
in
g 
eq
ui
pm
en
t..
...
...
...
...
...
...
 
19
,8
79
.1
6 
Se
tt
le
m
en
t 
of
 d
am
ag
e 
cl
ai
m
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
3,
00
0.
00
In
te
re
st
 p
ai
d.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
 
26
,0
00
.0
0 
G
ai
n 
in
 l
iq
ui
da
tio
n 
of
 l
ia
bi
lit
y 
as
 g
ua
ra
nt
or
s 
of
 n
ot
e 
of
 K
iln
A
dd
iti
on
al
 a
cc
ou
nt
s 
pa
ya
bl
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
1,
27
5.
00
 
L
um
be
r 
C
o.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
2,
02
0.
58
E
xp
en
se
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
7,
32
8.
30
 In
co
m
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
14
,7
32
.0
3
G
am
 o
n 
re
al
iz
at
io
n.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
 
53
,5
01
.8
9 
---
---
---
---
---
---
-
---
---
---
---
---
---
- 
$1
12
.8
23
.6
8
SI
 1
2,
82
3,
68
 
 
 
Ja
m
es
 B
la
c
k
 a
s 
T
r
u
st
ee
 o
f 
B
la
c
k
 a
n
d
 W
h
it
e 
E
xh
ib
it 
C
C
as
h 
ac
co
un
t f
ro
m
 D
ec
em
be
r 
31
, 
19
31
, t
o 
Se
pt
em
be
r 
30
, 
19
32
B
al
an
ce
 —
 D
ec
em
be
r 
31
, 
19
31
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
S 
11
,5
26
.9
0 
M
ar
ke
ta
bl
e 
se
cu
ri
ti
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
S 
3,
72
5.
00
L
ife
 in
su
ra
nc
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
44
,7
00
.0
2 
N
ot
es
 p
ay
ab
le
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
 
 
50
0,
00
0.
00
M
ar
ke
ta
bl
e 
se
cu
ri
ti
es
..
..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
71
2,
55
4.
07
 
In
te
re
st
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
 
 
27
,5
00
.0
0
N
ot
es
 a
nd
 a
cc
ou
nt
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
17
,4
29
.3
0 
L
ia
bi
lit
y 
as
 g
ua
ra
nt
or
 o
n 
no
te
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
36
,1
49
.7
3
B
on
ds
 o
f 
K
iln
 L
um
be
r 
C
o.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
4,
60
3.
97
 
B
on
ds
 r
ep
ur
ch
as
ed
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
8,
77
5.
00
L
og
s, 
lu
m
be
r,
 m
ac
hi
ne
ry
 a
nd
 e
qu
ip
m
en
t..
...
...
...
...
...
...
...
...
...
...
...
...
...
 
2,
72
5.
09
 
A
cc
ou
nt
s 
pa
ya
bl
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
15
,6
32
.3
3
Se
tt
le
m
en
t o
f 
cl
ai
m
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
3,
00
0.
00
 
Pa
rt
ne
rs
' w
ith
dr
aw
al
s..
...
...
...
.. 
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
20
0,
00
0.
00
In
co
m
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
12
,2
32
.0
3 
E
xp
en
se
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
6,
89
6.
15
B
al
an
ce
 —
 S
ep
te
m
be
r 
30
, 
19
32
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
10
,0
93
.1
7
$8
08
,7
71
.3
8 
$8
08
,7
71
.3
8
80 A N S W E R S
Ja
m
es
 B
la
c
k
 a
s 
T
r
u
st
ee
 o
r 
B
la
c
k
 a
n
d
 W
h
it
e 
E
xh
ib
it 
F
St
at
em
en
t o
f 
re
al
iz
at
io
n 
an
d 
liq
ui
da
tio
n 
fr
om
 D
ec
em
be
r 
31
, 
19
31
, t
o 
Se
pt
em
be
r 
30
, 
19
32
A
ss
et
s 
co
nt
in
ue
d 
at
 S
ep
te
m
be
r
30
, 
19
32
 
$ 
10
,0
93
.1
7
36
2,
90
5.
77
1,
00
0.
00
51
,6
46
.0
3(
2)
2,
50
0.
00
(3
)
34
28
.1
44
.9
7
L
ia
bi
lit
ie
s 
an
d 
ne
t
w
or
th
 c
on
­
tin
ue
d 
at
 
Se
pt
em
be
r 
30
, 
19
32
3 
97
5.
00
43
2.
15
14
9,
29
4.
37
22
3.
94
1.
56
21
,4
00
.7
6
32
,1
01
.1
3
$4
28
,1
44
.9
7
Pr
of
it 
or
C
as
h 
lo
ss
 (
*)
 o
n 
 
re
al
iz
ed
 
re
al
iz
at
io
n
$ 
1,
43
3.
73
(1
)
44
,7
00
.0
2
71
2,
55
4.
07
 
$9
3,
07
1.
07
17
,4
29
.3
0 
4,
83
9.
33
*
4
,6
03
.9
7
2
,7
25
.0
9 
19
,8
79
.1
6*
3,
00
0.
00
 
3,
00
0.
00
12
,2
32
.0
3 
14
,7
32
.0
3
$7
98
,6
78
.2
1 
$8
6,
08
4.
61
L
ia
bi
lit
ie
s
an
d 
Pr
of
it 
or
ex
pe
ns
es
 
lo
ss
 (
*)
 o
n
pa
id
 
liq
ui
da
tio
n
35
00
,0
00
.0
0
27
,5
00
.0
0 
$2
6,
00
0.
00
*
36
,1
49
.7
3 
2,
02
0.
58
15
,6
32
.3
3 
1,
27
5.
00
*
8,
77
5.
00
6,
89
6.
15
 
7
,3
28
.3
0*
3,
72
5.
00
 
80
,0
00
.0
0
12
0,
00
0.
00
21
,4
00
.7
6†
 
32
,1
01
.1
3†
$7
98
,6
78
.2
1 
$8
6,
08
4.
61
†
Su
pp
le
­
m
en
ta
ry
 
  c
re
di
ts
$ 
3,
00
0.
00
14
,7
32
.0
3
$1
7,
73
2,
03
Su
pp
le
­
m
en
ta
ry
ch
ar
ge
s
$2
6,
00
0.
00
7,
32
8.
30
$3
3,
32
8.
30
A
ss
et
s
ac
qu
ir
ed
33
,7
25
.0
0
$3
,7
25
.0
0
L
ia
bi
lit
ie
s
in
cu
rr
ed
$1
,2
75
.0
0
$1
,2
75
.0
0
A
ss
et
s 
at
 
D
ec
em
be
r 
31
, 
19
31
$ 
11
,5
26
.9
0
44
,7
00
.0
2 
97
8,
66
3.
77
 
23
,2
68
.6
3 
56
,2
50
.0
0 
22
,6
04
.2
5
$1
,1
37
,0
13
.5
7
L
ia
bi
lit
ie
s 
an
d 
ne
t 
w
or
th
 
at
D
ec
em
be
r 
31
, 
19
31
3 
50
0,
00
0.
00
 
1,
50
0.
00
38
,1
70
.3
1
14
,3
57
.3
3
9,
75
0.
00
22
9,
29
4.
37
34
3,
94
1.
56
$1
,1
37
,0
13
.5
7
A
ss
et
s
C
as
h 
in
 b
an
k.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
L
ife
-in
su
ra
nc
e 
fu
nd
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
M
ar
ke
ta
bl
e 
se
cu
ri
ti
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
N
ot
es
 a
nd
 a
cc
ou
nt
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
B
on
ds
 o
f 
K
iln
 L
um
be
r 
C
o.
, b
an
kr
up
t, 
at
 2
5%
 o
f 
pa
r.
...
...
...
...
...
...
...
...
...
Se
ve
nt
y-
fiv
e 
pe
r 
ce
nt
. i
nt
er
es
t i
n 
lo
gs
, l
um
be
r,
 m
ac
hi
ne
ry
 a
nd
 lo
gg
in
g 
eq
ui
pm
en
t..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
Se
tt
le
m
en
t 
of
 d
am
ag
e 
cl
ai
m
...
...
...
...
...
...
...
...
....
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
In
co
m
e 
du
ri
ng
 li
qu
id
at
io
n.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
T
ot
al
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
Li
ab
ili
tie
s 
an
d 
ne
t w
or
th
N
ot
es
 p
ay
ab
le
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
A
cc
ru
ed
 in
te
re
st
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
L
ia
bi
lit
y 
as
 g
ua
ra
nt
or
s 
of
 n
ot
e 
of
 K
iln
 L
um
be
r 
C
o.
, b
an
kr
up
t..
...
...
...
A
cc
ou
nt
s 
pa
ya
bl
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
A
gr
ee
m
en
t t
o 
re
pu
rc
ha
se
 3
10
,0
00
 b
on
ds
 o
f K
iln
 L
um
be
r 
C
o.
, a
t 9
7½
.
E
xp
en
se
s 
du
ri
ng
 li
qu
id
at
io
n.
.....
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
...
...
...
...
...
...
..
D
is
bu
rs
em
en
ts
 fo
r 
as
se
ts
 a
cq
ui
re
d.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
C
ap
ita
l —
 J
am
es
 B
la
ck
, 4
0%
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
C
ap
ita
l —
 E
st
at
e 
of
 H
en
ry
 W
hi
te
, 6
0%
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
G
ai
n 
on
 r
ea
liz
at
io
n:
Ja
m
es
 B
la
ck
, 4
0%
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
E
st
at
e 
of
 H
en
ry
 W
hi
te
, 6
0%
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
T
ot
al
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
† 
R
ed
.
(1
) 
E
xc
es
s 
of
 c
as
h 
di
sb
ur
se
m
en
ts
 o
ve
r 
ca
sh
 r
ec
ei
pt
s.
(2
) V
al
ue
 o
f 
th
e 
75
%
 in
te
re
st
 in
 t
he
 1
0,
00
0 
ac
re
s 
of
 t
im
be
r 
la
nd
s.
(3
) A
dd
iti
on
al
 a
cc
ou
nt
s 
re
ce
iv
ab
le
.
ACCOUNTING—NOVEMBER, 1932 81
Liabilities and net worth
Expenses accrued............................................................................................  $ 432.15
Liability to repurchase bond of Kiln Lumber Co..................................  975.00
Estate of Henry W hite.................................................................................. 256,042.69
James Black —  investment..........................................................................  170,695.13
$428,144.97
Comments. The three-fourth’s interest in 10,000 acres of timber 
lands required in the final settlement of the foreclosure proceedings 
on the bonds of the Kiln Lumber Company is valued as follows: 
Carrying value of the bonds (as shown in exhibit A as "assets to be
realized”) .......................................................................................................  $56,250.00
Less: cash received in the final settlem ent.................................................  4 ,603.97
Value of timber lands....................................................................................... 551,646.03
This value is used in the solution, because no market or other 
value of the interest in the timber lands is given in the problem.
The liability to repurchase the lost or stolen bond of the Kiln 
Lumber Company, which could not be produced, is continued as 
a liability for there is no certainty that the bond will not be 
presented later.
Exhibit F is presented as an alternative solution to this problem. 
While it is not the form usually prescribed for a problem of this 
type, it has been found satisfactory in actual cases, and it has the
advantage of being short.
No. 5.
Material cost o f No. 1 cheese:
Whole milk purchased —  46,153 lbs........................................................  $1,647.66
Less —  cream sold:
5,976 pounds o f cream 
20% butter-fat content
1,195½  pounds of butter-fat at 58c. per lb ......................................  693.22
Remainder....................................................................................................... 5 954.44
Less —  value allocated to whey used for No. 2 cheese:
29,280 pounds at 50c. per cwt...............................................................  5 146.40
Material cost of No. 1 cheese....................................................................  5 808.04
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Yield of uncured No. 1 cheese.......................................  4,491 lbs.
Shrinkage in curing (12.3% of 4,491)...................... 552.4
N et y ield .......................... ............................................... 3 ,938 .6  lbs.
Material cost per pound (808.04 ÷  3,938.6) = ...................................  2 0 .5 ¢
Material cost of No. 2 cheese:
Cost allocated to whey, 29,280 lb s ..........................................................  $ 146.40
Cost of whole milk, 1,384 lb s..................................................................... 49.41
Material cost of No. 2 cheese....................................................................  $ 195.81
Yield of uncured No. 2 cheese............. .........................  1,821 lbs.
Shrinkage in curing (33% of 1,821).............................  601
N et yield.............................................................................  1,220 lbs.
Material cost per pound ($195.81 ÷ 1,220) = ..................................... 16.0)5
Yield per cwt. of milk:
The total of the milk used:
First day ................................. 46,153 lbs.  
Second day............................. 1,384
T otal....................................  47,537 lbs. represents 475.37 cwt.
The yield therefore is:
Cream:
5 ,9 7 6 ÷ 475.37 =  12.57 lbs. per cwt.
No. 1 cheese:
3 ,9 3 8 .6 ÷ 475.37 =  8.29 lbs. per cwt.
No. 2 cheese:
1,220 ÷  475.37 =  2.57 lbs. per cwt.
No. 6. After 20 years the remaining payments constitute an 
annuity of 25 semi-annual payments of $35 each, plus one 
payment of $29.23; the unpaid balance at the end of twenty 
years, then, is the present value of an annuity of $35 for 25 
periods at 3 per cent., plus the present value at 3 per cent. 
of $29.23 due 26 periods hence:
( 1 — p25) 1 — .4776056        
                 , o r ------------------- ----  the present value of an annuity of 1 for 25 periods
i .03 at 3%.
p28 ,  or .4636947 =  the present value of 1 due 26 periods hence at 3%.
Then $35 ( 1 - . 4 776056) +  $29.23 (.4636947) =  unpaid balance.
 .03
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Unpaid balance =  $35(17.41315) +  $13.55
=  $609.46 +  $13.55 
=  $623.01
Unpaid principal after 40th payment..........................................................  =  $623.01
Amount of 40th payment................................................................................ —  35.00
Amount of principal and accrued interest just before 40th paym ent.. =  $658.01
As this includes 3% interest, the principal due at that time may be
found by dividing by 1.03..........................................................................  ÷ 1.03
The principal due at the time of the 40th payment w as.......................  $638.84
The principal after the 40th payment was................................................. 623.01
Therefore the principal contained in the 40th payment was................  $ 15.83
The interest was 3% on $638.84, or ............................................................. 19.17
Together the two equal the total payment................................................ $ 35.00
While the above solution is the one most candidates would 
adopt, there are other methods of approach, some of which are 
given below.
The unpaid balance is the amount which would have been due 
had no payments been made, less the accumulation of the pay­
ments actually made:
$1,000 (1 +  i)40 =  the amount which would have been due. 
=  $1,000 (3.2620378)
=  $3,262.04
(1 +  i40 —  1)  
=  the amount accumulated by the 35 payments$35
i
(3.2620378 —  1)
=  $35 (75.4012)
=  $2,639.04
Then unpaid balance =  $3,262.04 —  $2,639.04 
=  $623
In an article by Edward Fraser,“  Some problems in loan valua­
tion simplified,” which appeared in The Journal of Account­
ancy for December, 1925, page 438, the following formula is 
given for such problems (m being the number of payments made):
Instalment /instalm ent —  Original 
i    i  loan
35 —  1,000 
.03
  3.2620378
Unpaid balance =
(In this case) =  $35
. 0 3  
=  $1,166.67 —  (166.67 x 3.2620378) 
=  $1,166.67 —  $543.67 
=  $623
(1 + i)m
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The first payment of $35 included 3 per cent. interest on 
$1,000 or $30 of interest, and the first principal payment was 
$5. The amount of interest contained in the second payment 
was less than $30, the difference being the amount of interest 
on the $5 of principal already paid; the second principal pay­
ment was larger than $5 by this same amount. Similarly, sub­
sequent principal payments consisted of $5 plus interest on the 
principal previously paid. Therefore the total of these principal 
payments at the 40th payment consists of the amount of an 
annuity of $5 for 40 periods at 3 per cent., and the unpaid 
balance is
$1,000 —  $5
(3.2620378 —  1) 
.03
=  $1,000 —  $5(75.4012) 
=  $ 1,000 —  $377 
=  $623
Commercial Law, November, 1932
No. 1. The contract is valid. The mutual promises of the 
parties obligate Claghorn to buy the stock at Wolff’s request 
and obligate Wolff to sell in event of the termination of his 
employment or death. These promises are mutual options 
and form the consideration for each other. The contract is 
under seal, and in a few states consideration is unnecessary 
for a sealed instrument.
No. 2. The loss falls on the B bank. Under the uniform 
negotiable instruments act, every person negotiating an instru­
ment by qualified endorsement warrants that the instrument 
is genuine and in all respects what it purports to be and that 
he has title to it. The X  bank can recover the amount paid 
the B bank upon these warranties.
No. 3. The policy can be enforced. Continued support of a 
foster child may reasonably justify an expectation by the 
foster father that the former will render him care and assistance 
in time of his need. Where there is such a relation between 
the parties, an insurable interest exists. I t  can not be con­
clusively determined from the facts of the instant case whether 
a sufficient interest has been shown, but although the insurance 
company can not waive the requirement that the insurer have 
an insurable interest, it can be estopped from questioning the 
sufficiency of that interest, and the acceptance of the premiums 
coupled with the knowledge of the facts will be held to have 
worked such estoppel in the present case.
No. 4. Forcing a borrower to buy property at an exorbitant 
price as a condition to obtaining a loan at legal interest rates 
constitutes usury. The penalty for usury varies greatly under 
the statutes of the several states. Some laws have been con­
strued to render a note providing for a usurious rate of 
interest void between the parties as to both principal and 
interest. Under other laws only the stipulation for the usurious 
interest is deemed to be forfeited, the note being enforceable 
as to the principal sum thereof. And still other statutes are 
held to affect only the interest in excess of the legal rate. 
Under statutes expressly declaring usurious contracts void, it is
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uniformly held that usury is a defense which may be set up 
against a bona-fide holder even of negotiable paper. No 
validity can be given to it by sale or exchange because that 
which the statute has declared void can not be made valid 
by passing through the channels of trade. If, however, the 
statute does not expressly declare the note void, a holder in 
due course will be protected in most jurisdictions.
No. 5.
(a) Crawford should succeed in his action to rescind the con­
tract on the facts stated.
(b) The fact should, however, be amplified to show what has
been the net income of the corporation from January 
1, 1925, to July 1, 1925, to show the market value of the 
stock of the corporation when purchased and on July 
1, 1925, and to show the character of the 1924 expendi­
tures for engineering.
No. 6. Assuming the state superintendent of banks had authority 
to represent the bank, the debtor’s executor can not recover 
this deposit. The deposit was made as a pledge on the implied 
condition that the offer would not be withdrawn while the 
specified steps for its acceptance were being undertaken, and 
in the absence of evidence that a reasonable time for these 
steps had elapsed, the condition has not been met and the 
depositor or his executor is not entitled to the return of the 
deposit.
No. 7. Little has no defense to an action for non-delivery. In 
the absence of a clause conditioning delivery upon refinery 
output, the courts will not read such a stipulation into the 
contract.
No. 8. The note is due thirty days after issuance. The amount 
is that written in the instrument, $1750, with interest at 6 
per cent. from date of issuance. Belknap and Silliman have 
indicated following their signatures that they sign on behalf 
of a named principal, and under the uniform negotiable instru­
ments act they are not personally liable if they were duly 
authorized by such principal; the principal alone being liable. 
At common law, the agents alone would generally be held 
jointly and severally liable under this form of signature.
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No. 9.
(a) The uniform partnership act specifies seventeen situations
which may cause dissolution of a partnership. In general, 
these include expiration of the partnership agreement, a 
new agreement to terminate, change in the membership 
or bankruptcy of a member. Breach of the partnership 
obligation or inability to carry on business at a profit 
gives cause for termination at the instance of one of the 
partners.
(b) After dissolution, a partnership continues only for the
purpose of winding up its affairs, but the business 
formerly conducted by the partnership may, of course, 
be continued under other management.
(c) A partner after dissolution can act for the partnership
generally only to wind up its affairs.
No. 10. At the date of his disaffirmance, Stone was still in 
infancy. In most jurisdictions an infant is allowed to disaffirm 
a contract before reaching his majority, and while he may 
not sue without representation, such representative may be 
later appointed.
Upon disaffirmance of his contract, an infant can usually 
recover whatever he has paid upon returning any benefits received. 
The question is to determine the value of what he has paid the 
broker X. I t  has been held that where a commodity of fluctuating 
value such as stock is the medium of payment, the stock must 
be valued as of the time of disaffirmance, since it is on this date 
that the infant is entitled to the return of his payment subject 
to the broker’s lien for the unpaid balance and upon the return 
of any payment theretofore made to the infant. I t  follows that 
with regard to the stock transferred from the broker Y, Stone 
can recover from X $14,227, less the broker’s lien of $13,907.91 
and less the $70.99 previously paid to him. I t  may be added 
that if this sum, which here amounts to $248.10, were greater 
than the original deposit with Y, Stone would probably be limited 
to his original deposit.
No. 11. The rights of the respective stockholders are to be 
determined according to article E of the certificate of incor­
poration. The funds are distributable first to the payment in
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full of the par value of the preferred stock. The remaining 
funds will be divided and paid to the common stockholders 
according to their respective shares.
No. 12.
(a) Principal changes in the income-tax provisions of the
revenue act of 1932 are: increase in normal tax rates 
and surtax rates, reduction of specific exemption and 
abolition of earned-income credit for individual tax­
payers; increase in rates and abolition of specific credit 
for corporations; losses on sales of securities not allowed 
as deductions unless held two years; net losses may be 
carried forward for only one year; corporation acquiring 
property in a reorganization must use transferor’s basis 
if 50 per cent. control remains in transferor; time for 
filing petition for review of board of tax appeals decisions 
reduced from six months to three months.
(b) Transfers to any person during year to the extent of $5,000
are exempt from gift tax. Gifts above this amount are 
taxable after total amount of $50,000 has been reached. 
For example, a man makes the following gifts:
To A—$5,000.
To B—$10,000.
To C—$100,000.
He is allowed $5,000 exemption on each gift, leaving the gifts 
taxable as follows:
To A—nothing.
To B—$5,000.
To C—$95,000.
He is allowed a further exemption of $50,000, so that the net 
taxable value of the gifts is only $50,000. The $5,000 exemptions 
apply to each year, but the $50,000 exemption is for the tax­
payer’s lifetime, and is to be applied against the net gifts for 
each successive year until the 350,000 is exhausted. In com­
puting the gift tax for any year after 1933, a tax is first computed 
on the aggregate taxable gifts for all the preceding years. This 
is deducted from a tax computed on the aggregate taxable gifts 
up to and including gifts in the taxable year. The difference is 
the tax for the taxable year.
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No. 1. Either of two methods for determining the eliminations 
to be made from the investment accounts and from the capital 
stock and surplus accounts in making consolidated working 
papers may be used in this problem:
1. As the investments are carried at cost, eliminations may be made on the
basis o f book values at the dates of acquisition, or,
2. The investment accounts may be adjusted to reflect the net changes in the
surplus accounts of the subsidiary companies resulting from the profits, 
losses and payment of dividends during the period of stock ownership.
The second method, in effect, results in the statement of the 
investment account as it would appear, if the practice of taking 
up the proportionate interest in the profits and losses of the 
subsidiaries had been followed. This method is used in this 
solution.
Adjustment (1)
Investment in stock of Company B ................................
Surplus —  Company A ...................................................
To record the proportionate net increase in
Company A’s investment in Company B, 
as follows:
During the period from December 31, 1929, to 
March 31, 1930:
Profit —  first quarter, 1930.........$ 30,000.00
Less: dividends paid, March 15,
1930................................................ 20 ,000.00
Increase................................... $ 10,000.00
$359,000.00
$359,000.00
20% interest therein.......................................  $ 2 ,000 .00
During the period from March 31, 1930, to Sep­
tember 30, 1930:
Profit:
Second quarter, 1930................$ 50,000.00
Third quarter, 1930 ..................  70,000.00
Total................................... ...... $120, 000.00
65% interest therein.......................................  78 ,000 .00
During the period from September 30, 1930, to
December 31, 1931:
Profit:
Fourth quarter, 1930................ J 75,000.00
Year, 1931.................................... 375,000.00
T otal.......................................... $450,000.00
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Less: dividends paid: 
December 1 5 , 1 9 3 0 . .. .  
December 15, 1931___
Total............................
Net increase...............
90% interest therein.
Total............................
$ 70,000.00  
70,000.00
$140,000.00
$310,000.00
$279,000.00
$359,000.00
Adjustment (2)
Investment in stock of Company C ...................................$ 1 ,000.00
Surplus —  Company A ......................................................
To record the 20% interest in the profit ($5,000) 
of Company C for the year 1931.
At December 31, 1931, the balance-sheet of Company D showed:
Preferred stock...................................................... $100,000.00
Common stock....................................................  50,000.00
T otal.............................................................. $150,000.00
Deficit...................................................................  76,000.00
Book value......................  ..........................$ 74,000.00
$ 1,000.00
The treatment of the deficit depends upon the rights of the 
two classes of stock. As the problem does not state that the 
preferred stock is preferred as to assets, it must be assumed that 
the holders of both classes of stock would share proportionately 
in the assets in the event of dissolution and liquidation. There­
fore, ⅔  of the deficit of $76,000, or $50,666.67 is applicable to 
the preferred stock.
Adjustment (3)
Surplus —  Company A ..........................................................  $ 48,133.33
Investment in preferred stock of Company D ............ $ 48,133.33
To record the 95% interest in the deficit of Com­
pany D applicable to the holdings of preferred stock 
of that company.
Adjustment (4)
Surplus —  Company A ..........................................................  23,466.67
Investment in common stock of Company D .............  23,466.67
To record the 80% interest in the decrease in 
the book value of Company D applicable to the 
common stock holdings o f Company A as follows:
Loss for year 1931................................. $80,000 .00
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Deficit applicable to preferred stock­
holders .................................................. $50,666.67
Applicable to common stock.............. $29,333.33
80% interest therein........................  $23,466.67
The problem requires the candidate to prepare a consolidated 
balance-sheet of Company A and “  subsidiaries.” The definition 
of a subsidiary company according to the preliminary report of a 
special committee on terminology of the American Institute of 
Accountants is “ a company, the voting stock of which is fully 
owned, or nearly so, by another company, to which the first 
company is a subsidiary.” In this solution, the accounts of 
Company E are not consolidated, because the 20 per cent. 
interest of Company A in the stock of Company E does not 
represent control.
Adjustment (5)
Cash............................................................................................  $ 5 ,000.00
Advances from B ................................................................. $ 5 ,000.00
To adjust the accounts o f Company A for the
cheque for $5,000 drawn by Company B on Decem­
ber 31, 1931, which was received by Company A on 
January 2, 1932.
Adjustment (6)
Surplus —  Company A ..........................................................  $ 18,000.00
Reserve for unrealized profit in inventories.................  $ 18,000.00
To adjust for the unrealized profit in the inven­
tory of Company B. As Company A held a 90% 
interest in Company B, the profit on the $100,000 
in the inventory o f the latter company at December 
31, 1931, applicable to the parent company (90%) 
should be set aside as a reserve. The remaining 
profit applicable to the 10% minority interest may 
be considered as a sale to “ outsiders.”
Eliminations:
(a) Advances from B to A and C
(b) Advances from B to D
(c) 90% of book value of Company B
(d) 20% of book value of Company C
(e) 60% of book value of Company C
(f) 95% of preferred stock and deficit applicable
to preferred stock of Company D
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(g) 80% of book value of common stock of 
Company D as follows:
80% of common capital stock o f ................$ 5 0 ,000 .00= $40 ,000 .00
80% of deficit applicable to common stock:
D e f ic i t . . . . .................................................... 76,000.00
Applicable to preferred stock..................  50,666.67
Applicable to common stock....................$ 25,333.33
80% thereof.............................................  20 ,266.67
N e t.................. ........................................... $ 19,733.33
Exhibit A
Company A and Subsidiaries 
Consolidated balance-sheet —  December 3 1 ,  1931
Assets
Current assets:
Cash.................................................. J 235,000.00
Receivables.....................................  1 ,130,000.00
Inventories......................................$1,050,000.00
Less: reserve for inter-company
profits...........................................  18,000.00 1,032,000.00 $2,397,000.00
Investment in stock of company
E (20%) at cost............................  15,000
Fixed assets.........................................  2,200,000
Goodwill............................................... 120,800 8
8
8
$4,732,800.00
Liabilities and net worth
Current liabilities:
Accounts payable.. 
Minority interests:
Capital
$1,126,000.00
Company: stock Surplus Total
B— com. (10% )___ . $ 70 ,000.00 $ 54,000.00 $124,000.00
C—com. (20% )___ . 40 ,000.00 5,000.00 45,000.00
D —pfd. (5% )......... 5 ,000.00 2 ,533.33 2,466.67
D—com. (2 0 % )... . 10,000.00 5,066 .67 4,933.33
T otals............... . $125,000.00 $ 51,400.00 $176,400.00 176,400.00
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N et worth:
Capital stock:
Preferred, 7%, 
cumulative........
Common................
Total capital 
stock...............
Surplus (exhibit B ).
$1,000,000.00
1,000,000.00
$2,000,000.00  
1,430,400.00 $3,430,400.00
$4,732,800.00
Exhibit B
Company A and Subsidiaries
Analysis o f consolidated surplus for the period January 1, 1930, to December 
3 1 ,  1931
Balance, Company A —  December 31,
1929............................................................. $ 880,000.00
Add:
Profits for the year, 1930:
Company A (after deducting divi­
dends received from Company 
B ) ........................................................  $463,000.00
Company B (applicable to Com­
pany A):
First quarter (20% of $30,000).. $ 6 ,000.00  
Second quarter (65% of $50,000). 32,500.00  
Third quarter (65% of $70,000).. 45 ,500.00
Fourth quarter (90% of $75,000). 67,500.00 151,500.00 614,500.00
T otal............................................... $1,494,500.00
Less:
Dividends paid:
Preferred stock.....................................  $ 70,000.00
Common stock.....................................  300,000.00 370,000.00
Balance, December 31, 1930.....................
Add:
Profits for the year, 1931:
Company A (after deducting divi­
dends received from Company 
B )........................................................
Company B (90% of $375,000)... 
Company C (20% of $5,000)...........
$1,124,500.00
$327,000.00
337,500.00
1,000.00 665,500.00
T otal.............................................. $1 ,790 ,000 .00
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Less:
Loss for the year, 1931, of Company 
D applicable to Company A (see
adjustments numbers 3 and 4 ) ........ $ 71,600.00
Reserve for inter-company profit in
inventory............................................... 18,000.00
Dividends paid:
Preferred stock.................................... $ 70,000.00
Common stock..................................... 200,000.00 270,000.00 359,600.00
Balance, December 3 1 ,  1931.....................  $1,430,400.00
As this problem does not require the candidate to furnish 
working papers as a part of his solution, considerable time may 
be saved by:
1. Cross-adding on the statement of the problem given to the candidate, the
cash, receivables, inventories, investment in stock o f Company E, fixed 
assets, goodwill and accounts payable,
2. Increasing the cash by the amount ($5,000) in transit,
3. Dropping out the inter-company advances which are now in balance,
4. Setting up the reserve for inter-company profit in the inventory,
5. Dropping out the reciprocal accounts; i. e., the investment accounts in the
subsidiaries and the capital stock and surplus accounts of the subsidiaries,
6. Taking up the goodwill arising through the consolidation and the minority
interests as computed below.
I t would be well, however, for the candidate, to include as a 
part of his solution, in addition to the balance-sheet and analysis 
of consolidated surplus as required, statements showing his 
determination of the goodwill and minority interests.
“ Positive ” goodwill is the excess of the purchase price over the 
proportionate interest in the net assets or book-value of the 
subsidiary at the date of acquisition. “  Negative ” goodwill is 
the excess of the book-value over the purchase price. Any state­
ment prepared by the candidate which clearly shows an accurate 
determination of such goodwill should suffice.
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Statement showing computation of goodwill
Book value
 
Propor­
tionate Purchase
Total interest price Goodwill
Acquisition by Company A of stock 
of Company B:
Capital stock........................................ $700,000
Surplus at December 31, 1929......... $100,000
Book value at December 3 1 ,  1929 $800,000
20% thereof.................................
Profit first quarter, 1930................... $ 30,000
$160,000 $180,000 $20,000
T otal.................................. ........... $830,000
Dividend paid, March 30, 1930___ 20,000
Book value, March 31, 1930........ $810,000
45% thereof................................. $364,500 $400,000 $35,500
Profit:
Second quarter, 1930...................... 50,000
Third quarter, 1930........................ 70,000
Book value, September 30, 1930. $930,000
25% thereof................................. 232,500 270,000 37,500
Totals......................................... $757,000 $850,000 $93,000
Acquisition by Company A of stock
of Company C:
Capital stock.................................... $200,000
Surplus, December 31, 1929......... 18,000
Profits for 1930................................ 2 ,000
Book value, December 3 1 , 1930. $220,000
20% thereof............................. $ 44,000 $ 40,000 $4,000
Acquisition by Company B of stock
of Company C:
Capital stock.................................... $200,000
Surplus, December 31, 1929.........
Profits:
18,000
1930................................................ 2 ,000
1931................................................ 5,000
Book value, December 3 1 , 1931. $225,000
60% thereof............................. $135,000 $ 130,000 $5,000
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Acquisition by Company A of stock
of Company D:
Capital stock....................................  $ 50,000
Profits, 1930.....................................  10,000
T otal..........................................  $ 60,000
Dividends paid, 1930.....................  $ 6,000
Book value, December 3 1 , 1930. $ 54,000
80% thereof............................. $ 43,200 $ 40,000 $ 3,200
Totals......................................... $979,200 $1,060,000 $80,800
The amount of goodwill arising through the consolidation 
($80,800) should be added to the stated goodwill ($40,000) given 
in the problem. The total ($120,800) is the amount shown in 
the consolidated balance-sheet, exhibit A.
The amount of the minority interest is ascertained by multi­
plying the book value of the subsidiary at the balance-sheet 
date by the percentage of such minority interest. Any change 
in the percentage of such interest previous to the balance-sheet 
date is ignored.
Statement snowing computation o f minority interests
Company B:
Capital stock...............................................
Surplus..........................................................
Totals, Company B ..........................
Company C:
Capital stock...............................................
Surplus..........................................................
Totals, Company C ..........................
Company D:
Capital stock:
Preferred..................................................
Common...................................................
Deficit:
Preferred..................................................
Common................................... ..............
Minority interest
December 31,
$
1931
700,000.00
540,000.00
Per cent. 
10
10
Amount 
$ 70,000.00
54,000.00
$1,240,000.00 $124,000.00
200,000.00 20 $ 40,000.00
25,000.00 20 5,000.00
$ 225,000.00 $ 45,000.00
$ 100,000.00 5 $ 5,000.00
50,000.00   20 10,000.00
60,666.67 5 2 ,533.33
25,333.33 20 5,066 .67
$ 74,000.00 $ 7 ,400 .00Totals, Company D .........................
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No. 2. As the problem does not state the stage of completion 
of the work-in-process inventory at December 31, 1931, particu­
larly the amount of raw material in process, the candidate 
may be permitted considerable leeway in his determination 
of the value of that inventory. In this solution, it is assumed 
that all the raw material requirements are placed in process 
in the first operation and that the amount of labor and manu­
facturing overhead applied will average one-half the cost to 
complete.
Exhibit A
T he Endicott Company
Statement of profit and loss for the year ended December 31, 1931
Per
Amount unit
N et sales........................................................................... $140,000 $40.00
Cost of sales (exhibit B ) ............................................... 62,920 17.98
Gross profit on sales.......................................................
Deduct: Selling expenses:
$ 77,080 $22.02
Salesmen’s salaries and commissions....................   $16,400
Freight o u t................................................................... 1,800
Advertising................................................................... 4,594
Total selling expenses......................................... .. 22,794 6.51
N et profit on sales..........................................................
Deduct: General and administrative expenses:
$ 54,286 $15.51
Officers’ salaries.......................................................... . $17,400
Printing and stationery............................................. 1,350
Rent of office................................................................ 2,400
9,205
Bad debts. . ................................................................. 2,100
Total general and administrative expenses.. . 32,455 9.27
N et profit from operations........................................... $ 21,831 
1,300
$ 6 .24  
.37
N et profit for the year before provision for federal income tax. $ 20,531 $ 5.87
N ote.— The charge for bad debts is often considered as a 
selling expense or as a financial expense. However, the more 
general practice is to treat it as shown above.
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Exhibit B
T he Endicott Company
Statement of cost of goods manufactured and sold for the year ended
December 3 1 ,  1931
Materials:
Raw material purchases....................
Freight inward.....................................
$40,000
2,800
Amount Units
Cost 
Per Unit
T otal................................................... $42,800
Less: inventory —  cost plus freight. 3 ,000
Material used..................................... $39,800 5,000 $ 7.96
Direct labor................................................. 18,400 4,750 3.8737
Manufacturing expense:
Indirect labor....................................... $ 8,300
Insurance............................................... 600
T axes...................................................... 1,300
Repairs —  factory and machinery.. 2,801
Power, light and heat........................ 7,100
Sundry expenses —  factory.............. 3 ,000
Supplies —  factory.............................. 900
Experimental work............................. 400
Stable and automobile expense —
factory............................................... 1,100
Depreciation —  factory building.. 2 ,080
Depreciation —  machinery............... 1,600
Total manufacturing expense.. . . $29,181 4,750 6.1434
Cost of manufacturing............................... $87,381 $17.9771
Deduct: Inventory o f work-in-process 6,484 (note 1)
Cost of finished goods manufactured. . . $80,897 4,500 $17,977
Deduct: inventory of finished goods. . 17,977 1,000 17.977
Cost of goods sold ....................................... $62,920 3,500 $17,977
N ote 1.— To compute the cost of the goods-in-process, it is 
necessary to multiply these goods by the unit costs applicable 
to material, labor and overhead. I t is assumed that the goods- 
in-process are half completed (they are valued at one-half of the 
finished goods valuation in the problem). The value should be 
determined by multiplying the number of units in process by
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the unit cost of raw materials and by one-half of the per-unit 
cost of labor and overhead required to complete. The computa­
tion follows:
Raw material..........................................
Units
.................  500
Unit
cost
$7.96
Amount
$3,980
Labor........................................................ .................. 250 3.8737 968
Manufacturing expense........................ .................  250 6.1434 1,536
T ota l.................................................................................................................  $6,484
Exhibit C
T he Endicott Company
Recapitulation of costs for the year ended December 31, 1931
Inventories
Units....................................
Amount
Unit
cost
Cost of  
goods 
sold
3,500
Work in 
process
500
Finished
goods
1,000
Raw material..................... $39,800 $ 7 .96 $27,860 $3,980 $ 7,960
Labor.................................. 18,400 3.8737 13,558 968 3,874
Manufacturing expense.. 29,181 6.1434 21,502 1,536 6,143
Totals......................... $87,381 $17.9771 $62,920 $6,484 $17,977
No. 3. The candidate should not take time to set up working 
papers in solving this problem, as they are not required. The 
five adjustments necessary to a correct solution may be made 
on the examination paper itself. The adjustments are given 
here for explanatory purposes only.
(1)
Capital account —  C .......................................................................  $350,000
Stock-exchange seat................................................... . ............... $350,000
To charge C with the stock-exchange seat registered 
in his name, as agreed. (No information is given to 
support an adjustment for the decline in market value 
of this seat which undoubtedly did not have a market 
value of $350,000 on November 30, 1931. The seat is 
charged to C, and it is registered in his name, and, 
according to the data furnished, is not to be taken over 
by the new firm.)
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(2)
Profit and loss...................................................................................
Goodwill.........................................................................................
To write off the goodwill which is considered worthless.
$250,000
250,000
(3)
Profit and loss...................................................................................  10,067
Reserve for loss —  customers’ short accounts...................... 10,067
To provide for possible loss on customers’ short accounts 
not adequately secured.
Customers’ credit balances.......................... $228,980
Customers’ free credit balances.................. 202,295.
Balances representing short sales..............  $ 26,685 .
Market value securities short.....................  36,752 
Excess representing possible loss to firm.. $ 10,067
(Were the firm able to obtain additional 
margin against these accounts, it undoubt­
edly would have done so.)
(4)
Profit and loss.......................................................... $449,185
Reserve for market decline in firm securities long.............  $449,185
To provide a reserve for the difference between the 
book value and the market value of firm securities long.
Book value.......................................................  $1,458,664
Market value..................................................  1,009,479
Amount of reserve......................................... $ 449,185
(5)
Profit and loss...................................................................................  13,220
Reserve for possible loss on firm securities short................ 13,220
To provide for possible loss on firm securities short.
Market value —  amount necessary to cover. $29,649 
Book credit-selling price..................................... 16,429
Amount of reserve...........................................  $13,220
Note.— As no information is given regarding the security 
value supporting customers’ long or debit balances, these accounts 
are considered to be fully secured.
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The loss to be distributed to the partners of the old firm is set 
forth below:
Income accounts:
Profit on syndicate transactions..........................................
Interest received......................................................................
Dividends received..................................................................
Commissions..............................................................................
$215,932
4,592
21,138
80,533 $ 322.195
Expense and loss accounts:
Loss on joint accounts............................................................ $ 79,290
Partners* salaries.....................................................................  51,583
Interest paid.............................................................................. 68,232
Interest on partners’ capitals...............................................  42,880
Salesmen, office and general.................................................. 255,330
Revenue stamps * ................  ..................................................  565
Brokerage................................................................................... 7,543
Goodwill (entry No. 2 ) ..........................................................  250,000
Reserve for loss —  customers' short accounts (entry
N o. 3 ) ......................................................................................  10,067
Reserve for market decline in firm securities long
(entry No. 4 ) ......................................................................... 449,185
Reserve for possible loss on firm securities short
(entry No. 5 )......................................................................... 13,220 1,227,895
Loss to partners................................................................................................. $ 905,700
Distributed as follows:
A — 60% ..............................................................  $543,420
B — 25% ..............................................................  226,425
C — 15%..............................................................  135,855
T otal...................................... ...........................  $905,700
A, B, and C
Statement of partners* capital accounts November 30, 1931
A B C  Total
Balances —  before adjustments —  
per trial balance of November
30, 1931...........................................  $800,000 $350,000 $350,000 $1,500,000
Deduct:
Stock-exchange seat.....................  $350,000 $ 350,000
Loss for period............................... $543,420 $226,425 135,855 905,700
* Revenue stamps $565 is treated as an expense in this solution, although it  is believed that 
it  would not be incorrect, on the data given, to treat it as an inventory of revenue stamps on 
hand.
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Drawings —  after credits for 
partners’ salaries and interest
on capital accounts.................. $ 12,192 $ 16,147 $ 31,070
Total deductions....................... $555,612 $210,278 $516,925
Balances —  after adjustments and
closing of old partnership —
November 30, 1931...................... $244,388 $139,722 $166,925
$ 27,115
$1,282,815
$ 217,185
A and B
Balance-sheet —  November 30, 1931 
Assets
Cash in Corn Exchange Bank..............................................
Petty cash.......................... .......................................................
Failed to deliver.......................................................................
Firm securities lo n g .. . ..........................................................  $1,458,664
Less: reserve for market decline........................................... 449,185
Customers' debit balances....................................................
Stock clearing corporation....................................................
Commissions receivable..........................................................
Accrued interest receivable...................................................
Due from C ...............................................................................
$ 63,215
852
148,660
1,009,479
660,313
10,000
4,843
5,500
166,925
$2,069,787
Liabilities and net worth
Bank loans payable:
National City Bank...........................................................  $ 750,000
Bank o f Commerce.............................................................  270,000
Failed to receive......................................................................
Accrued expense.......................................................................
Accrued interest.......................................................................
Commissions payable.............................................................
Customers’ free credit balances...........................................
Customers’ short balances.....................................................
Firm short balances................................................................
Reserves:
Reserve for loss —  customers' short accounts...........  $ 10,067
Reserve for possible loss on firm securities sh ort.. .  13,220
N et worth:
Capital account —  A ..........................................................  $ 244,388
Capital account —  B ..........................................................  139,722
$1,020,000
185,483
201,677
2,265
7,556
202,295
26,685
16,429
23,287
384,110
$2,069,787
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N ote.— It is assumed that the account against C is collectible; 
because the stock-exchange seat has value.
I t would seem that the bank loans are secured, although 
nothing is stated in the problem to this effect.
No. 4.
(a) These securities should be shown as current assets, as 
they represent the temporary investment of funds, are 
listed and may be readily converted into cash. In the 
accounts, they may be shown:
(1) at market price,
(2) at cost, less a reserve for the decline in market price,
(3) at cost, with a notation stating the market price.
The entries for (1) and (2) follow:
(1) Surplus....................................................................................  $12,880
Securities............................................................................ $12,880
To write down the values of the 
securities to market price at December 
31, 1930, as follows:
Book value...............................................  $95,285
Market price...........................................  82,405
Excess........................................................  $12,880
(2) Surplus............................................................... 12,880
Reserve for decline in market price of securities.. .  12,880
To set aside a reserve for the decline in market 
price of securities at December 31, 1930.
It will be noted that the charge in both cases is against surplus account, as 
the decline in the value of the securities represents, in the case of a manufac­
turing company, an extraneous and not an operating loss.
No entry is necessary under (3). The securities would be shown in the balance- 
sheet somewhat as follows:
Marketable securities — at cost
(Market price, $82,405)............................................................................... $95,285
There is slight justification for the third method.
(b) In such cases wherein a recovery was made subsequent to 
the balance-sheet date and before the preparation of the 
statement, the amount so recovered may be stated as a 
current asset. However, such circumstances are unusual. 
In such cases where a recovery may reasonably be 
expected, a reserve should be set aside. The amount 
of the reserve depends upon the particular circumstances,
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but it should, preferably, be set at 100 per cent. The 
bank balances and the reserves should appear in the 
balance-sheet as “ other assets.” If it is known that 
there will be no recovery, the balances should be written 
off immediately.
(c) Adjustments should be made on the balance-sheet of the 
parent company to take up, in its investment and surplus 
accounts, the profits, losses and dividends of its sub­
sidiaries as mentioned under (1), (2) and (3). The effect 
of the decline in the market value of its investment in 
Company C would be then sufficiently reflected in the 
accounts of the parent company.
After giving effect to these adjustments, a consolidated bal­
ance-sheet should be prepared, which should also show 
the separate balance-sheets of all of the companies (after 
eliminating the reciprocal accounts). From this state­
ment, the directors can determine the financial condition 
of each of the companies and of the consolidation as 
a whole.
No. 5.
(a) A consolidated return should be filed unless the additional 
¾  per cent. of tax is likely to exceed the gain in applying 
the deductible losses of certain companies against the 
taxable income of others. The factors to be considered 
are:
(1) If a consolidated return is filed, all of the 62 subsidiary companies must
be included in the consolidation.
(2) I f  a consolidated return is filed for the year 1932, “ a consolidated return
must be made for each subsequent taxable year during which the affili­
ated group remains in existence unless (1) a corporation (other than a 
corporation created or organized, directly or indirectly, by a member 
of the affiliated group) has become a member of the group during such 
subsequent taxable year, or (2) one or more provisions of these regu­
lations, which have previously been consented to, have been amended, 
or (3) the commissioner, prior to the time of making the return, upon 
application made by the common parent corporation and for good cause 
shown, grants permission to change.” Regulations 78, article 11.
(3) If the operations of the companies with losses result in small losses, and
the taxable incomes of the other companies are large, the reduction in 
taxable income of the group may not offset the increase in the rate of 
taxation.
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(4) The companies with net losses may be able to apply these losses against
their own profits in the succeeding year; however, if  certain companies 
appear to be incurring losses regularly, the group may avail itself of 
losses which could not otherwise be used.
(5) Inter-company profits or losses may be eliminated by filing a consolidated
return.
An examination of the reports and returns for past years should be studied 
for the purpose of ascertaining what income taxes would have been paid if  the 
current law had been in effect during those years, if
(1) a consolidated return had been filed, or
(2) separate returns had been filed.
This study should aid in making a decision on the points numbered 3, 4 and 
5, above.
While an opinion may be stated in December, 1932, after giving consideration 
to the above factors, final decision should be withheld until the statements for 
the year 1932 are completed and the taxes under both methods are computed. 
If the filing of a consolidated return would result in a lower tax for the year 1932, 
the factors above should be weighed to determine whether a similar benefit is 
likely to result from consolidated returns in the future; if  a change is likely —  or 
certain — to occur in the consolidated group in the next year (thus renewing the 
option of methods) the consolidated returns should certainly be filed.
(b) If separate returns are to be prepared, uniformity can be 
obtained by first picking out in each case the items 
specifically shown on the face of the returns: i. e., 
officers’ salaries, rent, depreciation, taxes, interest paid, 
etc., and preparing uniform schedules for all other items 
of income and expense.
If  a consolidated return is to be prepared, the same result 
can be obtained by the use of columnar sets of working 
papers, one set with items similar to those on the face 
of the return and the other sets for the various schedules.
AMERICAN INSTITUTE OF ACCOUNTANTS
Examination of May, 1933
Auditing, May, 1933
No. 1. The following are quoted from Accounting Terminology 
(the preliminary report of a special committee on terminology 
of the American Institute of Accountants):
(a) Balance-sheet audit: “ A balance-sheet audit consists of the verification,
as of a given date, of the assets, liabilities, capital, surplus and all reserve 
accounts, including as incidental thereto such examination of the opera­
tions as may be necessary to give credence to the stated financial 
condition.
“ It does not include the detailed vouching o f all receipts and disburse­
ments or all details of income and expenditures, nor does it establish the 
accountability of the fiduciary parties, except broadly.
“ It should be accompanied by a report stating the nature and extent o f  
the verifications which have been made, drawing attention to any items 
requiring explanation or comment, or by a certificate stating the opinion 
of the auditor as to the correctness or incorrectness of the statement 
submitted, or by both report and certificate.”
(b) Complete audit: “ One in which the examination extends to a verification
of the details of all the books of account including subsidiary records and 
all supporting vouchers, as to mathematical accuracy, complete account­
ability and correctness of accounting principle. In modern practice such 
an examination is seldom made,”
(c) Continuous audit: “ One in which the detailed work is performed either
continuously or at short regular intervals throughout the fiscal period, 
usually at the shortest intervals (e. g., weekly or monthly) at which 
subsidiary records are closed and made available for audit in controllable 
form. Such ‘continuous'  work leads up to the completion of the audit 
upon the closing of the accounting records at the end of the fiscal period. 
A continuous audit differs from a periodical audit, even though the detail 
work be performed, for example, monthly, in that no report is made, 
except of irregularities detected and adjustments found to be necessary, 
until the end of a complete fiscal period, and, further, in that the certifica­
tion of balance-sheet figures, as such, may be deferred until the fiscal 
closing.
“ A continuous audit is not necessarily a complete audit but may be limited 
in scope according to understanding and to meet the requirements o f  
the case.”
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(d) Special audit: “ An audit made for any purpose other than the verification 
or certification of statements of account presented according to regular 
procedure at the close of an accounting or fiscal period. Such an exami­
nation may be one where specially exhaustive attention is given to detail 
or, on the other hand, it may be a sketchy examination of some limited 
feature of the accounts. An interim or periodical audit made in the 
regular course, however, is not a special audit.”
No. 2. In 1932, just before the preferred stock was purchased, 
the accounts showed:
Sinking fund cash.................................................................................  $ 50,000
Reserve for retirement o f preferred stock.....................................  50,000
Preferred stock......................................................................................  100,000
The purchase of the treasury stock (preferred) should be recorded:
Treasury stock —  preferred.........................................  $100,000
Sinking-fund cash............................................................................. $ 10,000
Discount on treasury stock...........................................................  90,000
Upon giving “ due notice ” and securing authority from the secretary of state 
to cancel the preferred stock, an entry should be:
Capital stock —  preferred............................................. $100,000
Treasury stock —  preferred..........................................................  $100,000
At this point the accounts should show:
Sinking-fund cash........................................ ........................................  $ 40,000
Reserve for retirement of preferred stock......................... ............  50,000
Discount on treasury stock................................................................  90,000
As the corporation has met its “ obligation to set aside a 
certain percentage of its annual profits as a reserve for the final 
redemption of the stock,” the board of directors may direct the 
return of the sinking-fund cash to the general cash account and 
the amount in the reserve for the retirement of preferred stock 
($50,000) to free surplus available for dividends.
Whether the directors may declare a dividend from the dis­
count on treasury stock ($90,000) depends upon the statutes 
of the state of incorporation and the charter of the company. 
If  these permit the payment of dividends from discount on 
treasury stock retired, it would be well to give written notice 
to the stockholders as to the source of the dividend.
In this case the company was able to fulfill its “ obligation ” 
to retire $100,000 of preferred stock for $10,000. If  the rights 
of the creditors were not impaired by the requirement to pay 
out $100,000 to the preferred stockholders, it would seem reason­
able to expect that no injustice would be done if the discount 
on the treasury stock was paid as a dividend.
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No. 3. All insurance policies should be examined for the purpose 
of ascertaining:
(1) The degree of protection against extraordinary losses;
(2) The existence of the policies;
(3) The amount of the prepaid, unexpired premiums thereon;
(4) The amount of any accrued liability for unpaid premiums;
(5) The cash-surrender value on the life-insurance policies;
(6) That the company is the beneficiary in the policies;
(7) Whether the policies have been assigned and for what purpose.
Oftentimes the fact that assets have been pledged will be 
disclosed when it is found that the insurance policies have been 
assigned.
No. 4. The term “ voucher ” in this question covers all kinds 
of supporting records, not merely the customary payment 
voucher.
(a) The dollar amount of each payroll should be supported by cancelled
payroll cheques or pay receipts. The names and amounts shown on the 
individual cheques and receipts should be substantiated by (1) a payroll 
book, for all week workers; (2) a time-card record, for day and hour 
workers; and (3) a piece-work record, for piece workers. The rates of 
pay should be checked, with officers and foremen, and piece-work rates 
should be compared with the company’s schedule.
(b) A notification of purchase from the bank or broker will show the name
of the security, the date and the price; a cancelled cheque or a broker’s 
statement will show the payment or liability for payment. The price 
paid may be checked against the market range for the day of purchase.
If the security is on hand at the date of audit, it may be inspected. I f it 
is held elsewhere for safe-keeping or as collateral, a confirmation may 
be obtained from the holder. If it has since been sold, a broker’s 
statement or the receipt of cash therefor can be checked.
(c) The cancelled cheque issued in payment; the mortgage itself, or a con­
firmation from the holder thereof; and a check of title in the recorder’s 
office will provide satisfactory authentication. In addition, the minutes 
of the board of directors may contain an authorization of the purchase. 
In some cases, it may be desirable to secure a confirmation from the 
mortgagor.
(d) Investment in building-and-loan shares would be evidenced by cancelled
cheques and by the association pass-book. A confirmation should be 
obtained from the association as to the present paid-in value, the cash 
value and the loans (if any) against the shares.
The current value of the shares may be determined by examination of 
the statements o f the association.
No. 5. The A B Corporation undoubtedly maintains complete 
and detailed employment records, and a slight amplification
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of these records would provide the data for the information 
returns and also provide significant control data.
An earnings card would be kept for each employee to be posted
up each week from the payroll records. The clerk making the 
posting could at the same time record the hours worked and 
(in code abbreviation) the department and the kind of work. 
Thus the total earnings for the year would be readily ascertainable, 
and the company would be provided with a detailed history of 
the employment experience of every employee.
An organization of this size, employing ten thousand hands, 
and paying weekly, might well consider the use of tabulating 
machines, not only in solving the above problem, but in dis­
tributing the labor charges, etc.
No. 6. I would prepare a set of ledger accounts for all of the 
assets taken over from the corporation and for those subse­
quently discovered. The assets would be valued according to 
the values used in the inventory approved by the court. As 
the assets are realized, the accounts should be credited with 
the amount at which they were recorded upon the books, and 
the resulting profit or loss should be recorded in the realization 
profit-and-loss account.
Expenses and liabilities paid should be recorded in appropriate 
accounts, which should be classified according to those chargeable 
to the corporation and those chargeable to the receiver. The 
nominal accounts should be closed into the realization profit and 
loss, and a final report, somewhat as follows, should be prepared:
John Doe, Receiver
For the X  Y  Corporation —  In receivership  
Charge and discharge statement 
for the period (date) to (date)
I  charge myself with:
Assets taken over (date):  
(Assets in detail).........................................................  ...........................  $ ..................
Additional assets discovered:
(In detail).............................................................................................................................
Liabilities incurred by the receiver:
(In detail).............................................................................................................................
Gains on realization o f assets..............................................................................................
Total charges.........................................................................................  $ .............
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I  credit myself with:
Liabilities paid:
(Debts incurred prior to the receivership, in detail)......................  $ ..................
(Debts incurred by the receiver, in detail).................................................................
Losses on realization of assets:
(In detail).............................................................................................................................
Total credits..........................................................................................  $ ..................
Balance —  cash (or assets on hand)............................................................  $ ..................
No. 7. These temporary investments may be audited and verified 
as follows:
Prepare a schedule showing:
(1) Dates of purchase;
(2) Descriptions of securities;
(3) Number of shares, or par value of bonds owned;
(4) Cost of securities;
(5) Market value of securities;
(6) Interest and dividend dates;
(7) Interest and dividends received;
(8) Securities hypothecated, with whom, and for what purpose.
The securities should be inspected by the auditor as soon as 
possible and checked against the above schedule. Certificates 
out for transfer or those hypothecated should be confirmed by 
direct correspondence with the transfer agents or other holders.
In his examination, the auditor should determine (1) that the 
bond coupons which are due subsequent to the date of the 
examination are intact, and (2) that the stock certificates are 
in the name of the corporation, or that they are endorsed or are 
accompanied by powers of attorney if in the names of individual 
persons.
The brokers’ purchase and sales invoices should be audited, 
the cancelled cheques examined and the proceeds of cash from 
any sales should be traced to the bank account to verify the 
purchases and sales as recorded on the books.
As the investment is made from surplus funds, it is to be 
assumed that the securities are marketable and that the invest­
ment is temporary. Accordingly, they should be shown in the 
balance-sheet under the caption of current assets. If the total 
market price is less than the total book value, a reserve should 
be set up on the balance-sheet, unless the difference is small. The
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basis of valuation and the amount hypothecated (if any) should 
be clearly indicated on the balance-sheet.
No. 8.
(1) Income taxes: The revenue agents’ reports, correspondence
with the treasury department and the copies of prior 
years’ returns should be examined to ascertain the possi­
bility of additional assessments for income taxes not 
recorded upon the books.
(2) Notes receivable — discounted: In auditing the notes
receivable, those notes which have been discounted should 
be listed upon the schedule prepared. Direct confirma­
tion should be obtained from the holders.
(3) Endorsements: If the officers or partners of the concern
whose books are being audited are interested in other 
businesses, special care must be taken to find out whether 
or not they or the company are accommodation endorsers. 
Direct inquiry should be made of the officers or partners, 
and a certificate should be obtained from them. Careful 
examination of the officers’, partners’ and interest accounts 
may show payments which might indicate that they or 
the company are accommodation endorsers.
(4) Damages: The correspondence files, particularly those with
the company’s attorneys, and reports from credit agencies 
should be examined to uncover any contingent liability 
for damages. An opinion in writing from the company’s 
attorneys as to the amount which the company may be 
required to pay should be obtained.
In general, the contingent liabilities should be set up as a 
footnote to the balance-sheet. A certificate should be 
obtained from the officers showing any liabilities, direct 
or indirect, which are not stated on the books.
No. 9. The practice of anticipating cash discounts on accounts 
payable may be approved when the following conditions exist:
(1) The company has sufficient cash funds to assure the taking of all cash
discounts.
(2) The practice has been followed in past years, so that discounts received
at the first of the year had been taken into income of the previous year.
(3) Inventory is priced at cost less discount (if discounts are small and it is
more convenient to keep inventory at gross cost, a reserve for discounts 
should be deducted from inventory at the average discount rate for the 
year).
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(4) A similar practice is adopted with respect to discounts on accounts 
receivable; i. e., a reserve is provided for the estimated amounts of dis­
counts to be taken by customers, based on the company’s experience. 
If sales discounts are small, this requirement may be ignored.
The wording of the problem would seem to indicate that the company has 
for the first time made this anticipation, possibly for the purpose of 
bettering its profit showing. I f the company meets requirements (1) 
and (3) above, and proposes to adopt this method of accounting for 
discounts in the future, no serious objection should be raised, provided:
(a) Discounts available at the beginning of the year are excluded from
this year’s discounts income.  
(b) The face of the balance-sheet and income statement indicate the
the treatment of discounts.
(c) Discounts on accounts receivable, unless small, are similarly
anticipated.
Anticipation of cash discounts on purchases is generally considered anticipa­
tion of profit, on the ground that the discount is not earned until the 
payment is made. On the other hand, it is just as logical to tie up the 
discount earning with the purchase, for without the purchase there 
would be no discount. This line of argument brings us to the old question 
of classification of purchase discounts —  Are they deductions from pur­
chases, or are they financial earnings?
In general, it might be stated that if  discounts are considered reductions of 
purchase cost (purchases may or may not be entered net), anticipation 
of discounts is proper; if  discounts are financial earnings, they are earned 
when the invoices are paid and should not be anticipated.
In cases where cash discounts are large —  the garment industry, for 
example —  and monthly statements are being prepared, failure to antici­
pate discounts on sales and purchases may distort the income statements, 
since the seasonal nature of the business frequently produces wide varia­
tions between payments and purchases, and between sales and collections, 
in the several months.
No. 10. Notes and accounts receivable should be classified on 
the balance-sheet as owed by trade creditors, affiliated con­
cerns, officers and employees and others. If no description 
is attached, the reader is justified in assuming that all are 
trade receivables arising from the ordinary course of the 
business; if this is not true of the X  Y Corporation’s receivables, 
the balance-sheet is misleading.
Furthermore, the reserves should be identified and set out 
separately, each deducted from the specific asset to which it 
applies.
The principles violated in the presentation illustrated are:
(a) All material facts should be disclosed, so that the reader will be able to
make a proper interpretation.
(b) Each asset should be valued separately.
Accounting Theory and Practice, Part I, May, 1933.
No. 1. Chairman of the Re-organization Committee,
The S Y Manufacturing Company.
Dear Sir:
Pursuant to your instructions, we have made an examination 
of the accounts of the S Y Manufacturing Company for the period 
from January 1, 1926, the date of organization, to June 30, 1932, 
and submit herewith our report, consisting of comments and the 
following described exhibits:
Exhibit A —  Balance-sheet, June 30, 1932.
Exhibit B — Statement of application of funds, for the period from January 1, 1926, to 
June 30, 1932.
Exhibit C — Condensed statement of profit and loss, by years, for the period from January 
1, 1926, to June 30, 1932.
Exhibit A shows the following marked weaknesses in the financial condition 
of the company on June 30, 1932: over-investment in fixed assets, working 
capital deficit, default o f bond-sinking-fund instalment of $100,000, and $70,000 
preferred dividends in arrears. The financial policy, as indicated in exhibit B, 
may be summarized and analyzed as shown below.
The merger of the five predecessor companies, on January 1, 1926, involving 
the acquisition of fixed properties of $5,000,000 and investments of $1,000,000 
was financed (1) by the issuance of securities to the five companies in the amount 
of $3,900,000, and (2) by the sale of securities for cash in the amount o f $3,010,000. 
This financing provided the company with a cash working capital o f $910,000 on 
January 1, 1926:
Cash transactions at organization
Receipts:
Bonds —  $900,000 at 90 .......................................................... ................. $ 810,000
Preferred stock —  $700,000 at par........................................................  700,000
Common stock — 100,000 shares at 15................................................  1,500,000
T otal...........................................................................................................   $3,010,000
Disbursements:
To predecessor companies for fixed assets...........................................  $1 , 100,000
To banks for release of collateral................................... .......................  1,000,000 2,100,000
Cash balance, and working capital, January 1 ,  1926...........................  $ 910,000
114
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During the period of its operations the company spent an additional $5,000,000 
for fixed properties. Altogether $10,000,000, representing about 75 per cent. o f  
the total funds available during the company’s existence, was expended for 
fixed assets.
Funds provided by operations during the six and one-half years totaled 
$4,643,160. Despite the large annual requirements for additions to plant, the 
company paid dividends totaling $2,625,000 during the period, reinvesting only 
about $2,000,000 of the funds provided by profits. The remaining funds for the 
plant extension were obtained by the issuance of additional securities ($1,125,000), 
and by drawing on working capital. As a result, the cash working capital o f  
$910,000 with which the company commenced operations in 1926 was transformed 
into a working capital deficit of $797,840 on June 30, 1932.
The summary shows dividend payments in relation to profits, by years, over 
the period.
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It appears that the company’s present financial difficulties could have been 
averted if  the directors had adopted a more conservative policy with respect to 
common dividends.
Yours truly,
(Note.— Exhibit A is not reproduced here; it should be in 
the form of the balance-sheet presented in the problem. Exhibit 
C is likewise omitted; no data are given in the problem for its 
preparation. The above comments apply only to exhibit B; 
any pertinent facts disclosed in the preparation of the other 
exhibits should be covered in the report.)
T he S Y  M anufacturing C ompany Exhibit B
Statement of application of funds, January 1, 1926, to June 30, 1932
Funds provided:
By issuance of securities:
Cash Property Total
First mortgage 6%  gold bonds:
January 1, 1928.....................................  $ $1,600,000 $1,600,000
January 1, 1926—at 90 ....................... 810,000 810,000
Total....................................................  $ 810,000 $1 ,600,000 $2,410,000
7% preferred stock:
January 1, 1926..................................... $ 700,000 $ 300,000 $1,000,000
January 1 ,  1928..................................... 500,000 500,000
January 1, 1929 ..................................... 500,000 500,000
T otal.................................................... $1,700,000 $ 300,000 $2,000,000
No par common stock:
January 1. 1926—at $10....................  $ $2,000,000 $2,000,000
January 1, 1926—at $15....................  1 ,500,000 1,500,000
January 1, 1929—at $25....................  125,000 125,000
T otal....................................................  $1,625,000 $2,000,000 $3,625,000
Funds provided by security issues. $4,135,000 $3,900,000 $8,035,000
B y operations:
N et profits transferred to surplus........
Add back:
Depreciation...........................................
Amortization of bond discount.........
Loss on sale of investments...............
Funds provided by operations..........
By sale of investments (cost $1,000,000).
By sale of salvage..........................................
B y current borrowing—excess of current 
liabilities over current assets and
prepaid expenses, June 30, 1932: 
Current liabilities......................................
Current assets and prepaid expenses.. . .  
Total funds provided......................
$1,286,000
$2,710,000
47,160
600,000 3 ,357,160
4,643,160
400,000
85,000
$1,520,000
722,160 797,840
$13,961,000
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Funds applied:
To fixed properties:
Property acquired at date of organiza­
tion:
Company A ............................................
Company B ............................................
Company C ............................................
Company D ............................................
Company E ............................................
T otal....................................................
Additions.....................................................
Renewals......................................................
Funds applied to fixed properties.. .  
To payment of dividends:
Preferred......................................................
Common......................................................
Total................................... .................
To purchase of investments.......................
To retirement of bonds — par value 
$400,000.......................................................
Total funds applied.........................
$1,000,000
800,000
1,200,000
400,000
1,600,000
$5,000,000
4,950,000
50,000
$10,000,000
$ 665,000 
1,960,000
2,625,000
1,000,000
336,000
$13,961,000
The following explanatory adjustments and working papers 
do not form a part of the solution:
Explanatory Adjustments
(a)
Earned surplus.........................................................................  $1,286,000
N et profits.............................................................................
To set forth the net profits for the period trans­
ferred to earned surplus.
(b)
Reserves for depreciation......................................................  2 ,710,000
Depreciation.........................................................................
To set forth the provision for depreciation (charged 
to profits) for the period.
(c)
Land and property..................................................................  2 ,325,000
Reserves for depreciation...........................................................................
To restate the book value of the property retired 
which was charged to depreciation reserve.
$1,286,000
2,710,000
2,325,000
(d)
Expenditures for renewals........................................ ............  50,000
Reserves for depreciation.................................................. 50,000
To set up the expenditures for renewals which 
were charged to depreciation reserves.
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(e)
Reserves for depreciation................................ ..................... 85,000
Salvage recoveries...............................................................
To set forth the salvage recoveries credited to  
depreciation reserve during the period.
(f)
Earned surplus.........................................................................  64,000
Bonds retired............................................................................  336,000
First-mortgage 6% bonds.................................................
To set forth bonds retired during the period.
Par value $400,000. Cost $336,000.
85,000
400,000
(g)
Dividends paid:
Preferred.......................... .....................................................  665,000
Common................................................................................  1,960,000
Surplus...............................................................................
T o set forth the dividends paid during the period.
2,625,000
(b)
First-mortgage 6% bonds.....................................................  90,000
Unamortized bond discount.............................................
T o set forth the bond discount on the $900,000 
par of bonds which were sold at 90.
90,000
(i)
Unamortized bond discount.................................................  47,160
Bond discount......................................................................
To set forth the bond discount charged to opera­
tions during the period:
Original balance...........................................  $90,000
Balance 6 /30/32 .........................................  42,840
47,160
Written off..................................................... $47,160
G)
Investments..............................................................................  1 ,000,000
Investments..........................................................................
Loss on sale of investments..............................................
T o record the investments which were carried 
at a book value of $1,000,000 and later sold at a 
loss of $600,000.
400,000
600,000
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No. 2. To state correctly the profits and surplus of the K O 
Producing Company, it will be necessary to compute the 
depletion and depreciation charges on the fixed assets, as
follows:
Barrels
Oil reserves, January 1, 1928:
Oil reserves, as estimated, at December 31, 1930___ 1,407,600
Production for the years:
1928 ....................................................................................  101,330
1929 ....................................................................................  398,742
1930 ..................................................................................... 528,067 1,028,139
T otal............................................................................... 2,435,739
Property cost:
Lease co st..............................................................................  $ 1,000
Development expense........................................................  144,328
Equipment on lease............................................................  25,541
T otal............................................................................... $170,869
(Note.— Nothing being stated to the contrary, the equipment 
on lease is depreciated on the basis of production.)
Cost per thousand barrels is, therefore, $170,869÷ 2,435,739 
bbls. or $70.15.
The adjustment for depletion and depreciation follows:
Barrels Amount
Chargeable to surplus, January 1 ,  1930:
Production:
1928............................................................................ 101,330
1929............................................................................ 398,742
T otal...................................................................... 500,072 $35,080
Chargeable to profit and loss, 1930:
Production.................................................................... 528,067 37,044
Total for the three years..........................................  1,028,139 $72,124
As the K O Producing Company, for practical purposes, was 
acquired on December 31, 1929, the dividend of $24,500 received 
from it during 1929 by the X Refining Company should be treated 
by that company as a reduction of the cost of its investment. 
The adjustment is shown on the following page.
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Surplus........................................................................................ $24,500
Investment in K  O capital stock..................................  $24,500
To transfer the dividend received, which was a 
reduction of the cost of the investment rather than 
income.
This adjustment affects both the computation of the goodwill 
arising from the purchase of the stock of the K O Producing 
Company and the consolidated surplus.
The computation of the goodwill arising from the purchase 
of the K O Producing Company follows:
Cost of stock, as of January 1, 1930........................................... $719,500
Less —  dividends received, December 1929 .............................. 24,500
Adjusted cost of stock___  ................................................... $695,000
N et worth of the K O Producing Company as at January
1, 1930:
Capital stock.................................................................................  $100,000
Surplus —  per books.............................................. $122,431
Less —  accrued depletion.....................................  35,080 87,351
Adjusted net worth................................................................. 187,351
Goodwill arising from purchase.................................................... $507,649
This “ goodwill ” of $507,649, when contrasted with the K O 
Producing Company’s net assets of only $187,351, indicates very 
clearly that the value of the company’s oil reserves is far in excess 
of their book cost. From the standpoint of the consolidated 
group, this $507,649 may be considered as representing additional 
cost of the oil properties. Furthermore, the oil will be exhausted 
in less than three years at the 1930 rate of production. For 
these reasons it is necessary to write off this $507,649 property 
premium against the income from the oil property, on the basis 
of barrels of oil produced.
If  this is not done, the income of the consolidated group will 
be overstated for the next three years. Then, when all of the 
oil has been extracted, the premium of $507,649 will remain on 
the books, a worthless asset.
The charge to 1930 income for amortization of this property
premium is computed as follows:
Oil reserves, January 1 ,  1930 (1,407,600 plus 528,067).............  1,935,677 barrels
Property premium................................................................................ $507,649
Premium per 1,000 barrels................................................................. $262.26
Premium chargeable to 1930 (528.067 x $262.26).......................  $138,491
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The following consolidated statement of profit and loss has 
been prepared from the separate profit-and-loss statements given 
in the problem, after giving effect to (1) the inter-company sales 
and purchases of $373,408, (2) the adjustment for depletion and 
depreciation of $37,044 shown above and (3) the amortization 
of property premium.
It must be assumed, in making the elimination for the inter­
company sales, that “ operating revenue ” represents sales, and 
not gross profit.
X  R efining Corporation
Consolidated statement of profit and loss, year ended December 31, 1930
Oil sales and operating revenue. .  
Operating and general expenses..
X
Refining
Corpora­
tion
$865,392
775,255
K O
Producing
Com­
pany
$573,112
284,452
Adjust­
ments
and elimi­
nations 
$373,408* 
373,408*
Consoli­
dated
$1,065,096
686,299
N et profit before depreciation
and depletion............................... $ 90,137 $288,660 $ $ 378,797
Depreciation and depletion.......... 82,401 37,044 138,491 257,936
N et profit (before federal income
tax)................................................. $ 7,736 $251,616 $138,491 $ 120,861
X  R efining Corporation
Statement o f consolidated surplus for the year ended December 31, 1930
Balance, January 1, 1930............................................................... $ 93,051
Leu —  adjustment for dividend received from K O Pro­
ducing Company, December, 1929.........................................  24,500
Adjusted balance, January 1, 1930.............................................  $ 68,551
Consolidated profits for the year 1930....................................... 120,861
T otal............................................................................................ $189,412
Dividends paid:
Preferred........................................................................................  $ 42,000
Common.........................................................................................  120,000 162,000
Balance, December 31, 1930.........................................................  $ 2 7 ,4 1 2
The consolidated balance-sheet which follows was prepared 
without working papers. The reciprocal accounts, i. e., the
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investment account on the books of the X Refining Corporation 
and the capital stock and surplus accounts of the K O Producing 
Company were eliminated, and the property premium and reserves 
for depreciation and depletion as computed above were taken 
up. The amounts in the other accounts in the balance-sheet 
were obtained by cross-adding like accounts on the face of the 
problem.
X  R efining Corporation and Subsidiary 
Consolidated balance-sheet, December 3 1 ,  1930 
Assets
Current assets:
Cash............................................................................................. $134,392
Accounts receivable................................................................. 167,970
Inventories................................................................................. 81,402
Total current assets............................................................
Fixed assets:
Refinery and other property (cost)...........  $1,007,391
Reserves for depletion and depreciation.. 202,321
----------------  $805,070
Oil property:
Lease cost....................................................  $ 1,000
Development expense............................... 144,328
Equipment on lease................................... 25,541
$ 383,764
T otal.........................................................  $ 170,869
Reserves for depletion and depreciation. 72,124 98,745
Total fixed assets................................... 903,815
Premium on oil property.................................. $507,649
Less —  amortization...................................... 138,491
N et book value......................................
Other assets.........................................................
369,158
63,000
$1,719,737
Liabilities and Net Worth
Current liabilities:
Notes payable —  banks.........................................................  $150,000
Accounts payable..................................................................... 124,394
Accrued item s...........................................................................  17,931
Total current liabilities.................................................. $ 292.325
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N et worth:
Preferred stock, 7%, 6,000 shares..................... .................
Common stock, 80,000 shares..............................................
Surplus........................................................................................
Total net worth...............................................................
$600,000
800,000
27,412
1,427,412
$1,719,737
No. 3. The production in square feet for the year of the different 
sizes of plate-glass appearing in the closing inventory is shown 
below.
From the computation, it will be seen that the production of
671,660 square feet is considerably less than the stated amount 
(850,000 square feet) cast and rolled during the year. I t  must 
be assumed that this difference was “ below No. 6 ” and was 
returned to process and remelted. I t must further be assumed 
that the cost of materials, manufacture, grinding, polishing, 
cutting and sorting, including factory expense, was credited with 
the cost of the material which was returned for casting and rolling 
in arriving at the cost of $120,807.
Ignoring the factor of grades or selling prices, the cost per 
square foot of the glass produced during the year would be 
($120,807÷ 671,660) or $.1798633. On the basis of this cost, 
the selling price of size 1 results in a gross profit of 10 cents per 
square foot and the selling price of grade 6, a gross loss of 13 
cents per square foot. The inventory by sizes, follows:
Closing inventory —  at $.1798633 per square foot
Size Square feet Cost
1 ...............................................................  12,860 $2,313.04
2 ............................................................. 11,000 1,978.50
3 ............................................................. 23,000 4 ,136.86
4 ................................................................  6 ,000 1,079.18
5 .............................................................
6 ................................................................  2 ,000 359.73
T otal......................... ................... 54,860 $9,867.31
A better method, which is generally approved, would be to 
allocate the cost to the various sizes on the basis of the selling 
prices.
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Computation of closing inventory
Size Square feet
Per square 
foot Total
1 ................................ . . . . . ..........................  12,860 $ .2375 $ 3,054.25
2 ............................ ............. ............  11,000 .2038 2,241.80
3 ........................................... ..........................  23,000 .1870 4,301.00
4 ......... ................................. ..........................  6,000 .1701 1,020.60
5 ........................................... .1200
6 ............................................ ..........................  2,000 .0428 85.60
T otal......................... ..........................  54,860 $10,703.25
The computation may be shortened somewhat in the following 
manner. After the production in square feet and the sales price 
of the production have been ascertained, the ratio of the cost of 
production to the sales price can be determined. This ratio 
($120,807÷ $ 142,126.80) of .8499+  may then be applied to the 
separate selling prices of the various sizes to determine the cost, 
as follows:
Size Sales price Cost
1 ................................. ..............................  $ .28 $ .2380
2 ................................. .........................................24 .2040
3 ................................. .........................................22 .1870
4 ................................. .........................................20 .1700
5 .................................. .........................................14 .1190
6 ...........................................................................05 .0425
The closing inventory, based on these costs, follows:
Cost per
Size Square feet Square foot Total
1 ......................................... ..........................  12,860 $ .2380 $ 3 ,060.68
2 ......................................... ..........................  11,000 .2040 2,244 .00
3 ......................................... ..........................  23,000 .1870 4,301.00
4 ......................................... ..........................  6,000 .1700 1,020.00
5 ......................................... .1190
6 ......................................... ..........................  2 ,000 .0425 85.00
T otal........................... ..........................  54,860 $10,710.68
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No. 4.
October 1st:
Foreign company.............................................................................  $30,000
Inventory (sales to foreign subsidiary)..............................
To record shipment of raw materials at cost to foreign 
subsidiary —  payment to be made December 30th.
Due from exchange broker............................................................  39,000
Liability on exchange sold....................................................
$30,000
To record the sale of 130,000 crowns at 30, delivery to 
be made on December 30th, against the expected 
remittance upon collection of sale:
Sales price............................................................  $250,000
Expenses............................................................... 120,000
39,000
Remittance...................................................... $130,000
December 30th:
Foreign company.............................................................................  10,000
Profit on sales of foreign company.....................................
To record the profit on the sales of the foreign company 
as reported below.
Cash..................................................................................................... 1,000
Liability on exchange sold............................................................  39,000
Foreign company.....................................................................
Foreign company....................................................................
To record the receipt of exchange from the foreign com­
pany:
10,000
30,000
10,000
130,000 crowns delivered at 30 against short sale of 
October 1st
5,000 crowns sold at current market — 20
135,000
Cash....................................................................................................  $39,000
Due from exchange broker....................................................
To record the receipt of cash from the broker for exchange 
sold on October 1st and delivered this date (expenses 
and commissions incident to the sale would be deducted 
by the broker at this time and recorded).
The computation of the profit follows:
Crowns Rate
$39,000
Dollars
Expected profit:
Sales price....................................................................... 250,000
Materials and expenses...............................................  220,000
Expected profit.......................................................... 30,000 .30 $ 9,000
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Additional profit:
Actual sales price..........................................................  255,000
Estimated sales price...................................................  250,000
Additional profit....................................................... 5,000 . 20 $ 1,000
T otal............................................................................ 35,000 $10,000
If  there had been no future sale of exchange, there would have 
been a loss of $3,000 on the transaction as follows:
Cost of merchandise shipped to foreign company..........................................  $30,000
Value of crowns received therefor:
135,000 crowns at 20 ..........................................................................................  27,000
Loss........ ............................................................................................................  $ 3,000
The loss may be further analyzed as follows:
Profit of foreign company, as computed above............................................... $10,000
Loss that should have been averted by exchange transactions:
130,000 crowns at 10 points (30-20)..............................................................  13,000
Loss.................................................................................................................. $ 3,000
No. 5. The solution of this problem hinges on the interpretation 
of the second sentence: “  the number of shares . . . desig­
nated for redemption in respect of each calendar year . . . 
shall be ” a varying fraction of the shares of preferred stock 
outstanding at the beginning of that calendar year.
Does this sentence merely set a requirement for each year,
which may be satisfied in advance? Or, does this sentence 
imply that a certain fraction of the shares actually outstanding 
at the first of the year must be purchased during the year?
In support of the first contention it may be stated that the 
words “ during the year ” do not appear anywhere in the certifi­
cate. Further, if the company is permitted to make good back 
requirements, why should it not be able to anticipate future 
requirements, even though the amount thereof may not be 
definitely known?
In support of the second contention, it may be argued that 
the year’s requirements can not be determined exactly until the 
first of the year; therefore it seems improbable that these require­
ments can be met in advance.
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Because of the phraseology employed, the following solution 
has been prepared on the two bases. (In actual practice, the 
company’s attorney should be asked to interpret this provision.)
(1) As long as the company’s aggregate purchases at the close 
of any calendar year equal the aggregate requirements to date, 
the company may pay common dividends, whether or not it has 
made any purchases during the current year.
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Commercial Law, May, 1933
No. 1.
(a) Culver is not legally bound by his promise to his former
employee. Consideration given before the promise was 
made and without reference to it can not support a 
contract. Moral consideration is insufficient without 
something more to make a contract legally enforceable. 
The promise was a mere gratuity and is not legally 
binding.
(b) Culver is legally bound by his subscription to the cost of
the organ. Some cases dispute the statement that 
mutual promises are consideration for each other, but 
the fact that this subscription was acted upon takes this 
case out of the realm of dispute. The great weight of 
authority holds that if before the withdrawal of the 
subscription to some charity the promisee performs some 
act or changes position in reliance on the promise, 
carrying out the project which the promisor had in 
mind, the necessary consideration is furnished to make 
the agreement binding and legally enforceable.
No. 2. The negotiable instruments law (section 38) states:
“ A qualified indorsement constitutes the indorser a mere assignor of the 
title to the instrument. It may be made by adding to the indorser’s signature 
the words ‘without recourse’ or any words of similar import.”
By the weight of authority the writing made by Witte would 
not be considered to comply with this provision and Witte would 
be held as an endorser. There are decisions, however, which 
take the view that Witte’s writing would be “words of similar 
import” within the statute.
No. 3. Laufer must account to Burghard for $57 less cost of 
resale and retaking if the proceeds of the resale are $400; if 
the proceeds are only $200 Laufer need not account to Burghard 
for any part of proceeds. Uniform conditional sales act, section 
21, provides:
“ The proceeds of the resale shall be applied (1) to the payment of the 
expenses thereof, (2) to the payment of the expenses of retaking, keeping 
and storing the goods, (3) to the satisfaction of the balance due under the 
contract. Any sum remaining after the satisfaction of such claims shall be 
paid to  the buyer.”
134
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No. 4. The common-law rule puts the loss on Brown & Co. 
The true owner of a stock certificate prevails over a bona-fide 
purchaser in a situation where theft and forgery have intervened 
between the two.
Any alteration does not deprive the true owner of title to the 
certificate in the absence of negligence or consent of the true 
owner.
The uniform stock transfer act does not change the common- 
law rule in this situation. Brown & Co. should have ascertained 
the genuineness of the certificate before purchasing.
No. 5. The loss falls on Turner. The misappropriation of the 
proceeds of the cheque was made possible by the act of Turner 
in guaranteeing the special agent’s endorsement of Hoven’s 
name. This was purely a matter of accommodation to the 
agent after Turner had received the horse for which he had 
given the cheque in payment.
No. 6.
(1) The ice company may rescind the contract by giving
Whitney notice.
(2) The ice company may treat Whitney’s notification as an
anticipatory breach and may sue immediately for damages 
caused by the breach.
(3) The ice company may wait until the date set for performance
and then may tender the goods and sue for the purchase 
price, or it may maintain an action for damages measured 
by the estimated loss directly and naturally resulting 
from the breach, which in the ordinary case would be 
the difference between the contract price and the market 
or current price at the time when the goods should have 
been accepted.
No. 7. In view of the run on the bank, Case has the duty of 
presenting the cheque for payment as soon as reasonably 
possible. I t  will be a question for the jury whether this was 
done in the case. Was it the conduct of a reasonable man to 
leave the line for lunch? I should think something would 
depend on how far the clerk had advanced toward the head 
of the line.
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If  it is held no negligence for the clerk to leave the line, Case 
can recover $142. If  it is held negligence, Case’s recovery will 
be reduced by the amount by which Ingle’s dividend from the 
bank is reduced by the non-cashing of the cheque.
No. 8. Pawling can not collect from Danver. The written 
guaranty as presented to Pawling was incomplete on its face 
in that the body of the guaranty bore the names of Danver 
and Taylor as sureties but Danver only had signed. This 
should have put Pawling on inquiry, and if he had asked 
Danver he would have learned that the document was not to 
have been delivered until Taylor had signed.
No. 9. This sort of a question can not be answered accurately 
as decisions vary widely on the question of what is doing 
business, and it is usually a border-line question. I t has been 
held that research work and training employees is not doing
* business to such an extent as to give the courts jurisdiction.
No. 10. The insurance company can be held for double indemnity 
in view of the fact that the policy and request for cancellation 
were not received at the home office of the company until after 
Anthony’s death. Receipt of the policy by the company’s 
local agent was not sufficient.
No. 11. Mrs. Chapman is not legally bound to pay for the 
brooch. This is a bailment for mutual benefit. Mrs. Chap­
man is not responsible if she has taken ordinary or reasonable 
care and loss or theft of the bailed property occurs. Ordinary 
or reasonable care means such care as ordinary, prudent persons 
as a class would exercise in caring for their own property in 
like circumstances. Using this standard Mrs. Chapman took 
reasonable care of the brooch and the loss falls on Zindle.
No. 12. The Falk Company is not entitled to deduct the amount 
of state taxes paid for the Kissel Co. in computing its own 
federal income tax for the year in which they were paid. The 
money paid for these taxes was part of the consideration for 
the purchase of the Kissel assets and was therefore a capital 
expenditure by Falk. It can not be deducted for income-tax 
purposes.
Accounting Theory and Practice, Part II, May, 1933 
No. 1.
(a) See following pages.
The adjusting entries and working papers appearing below are given for explana­
tory purposes only and are not to be considered as a necessary part of the solution 
required by the examiners.
(b) The following matters should be included in the report 
to the trustee:
(1) The officers’ knowledge of the insolvency of the company at November 30,
1932:
The files indicated that the officers knew of the worthlessness of the 
accounts receivable amounting to some $111,000, and they knew that 
the reserve for bad debts ($7,300) was insufficient. Provision for this 
loss and that of the trade acceptance of the Ruby Coal Company, plus 
a write-off of the mineral rights, would immediately show that the com­
pany was insolvent at November 30, 1932.
(2) The action of the company in favoring certain creditors at the expense of
others:
After the Greater Mines, Inc., and Deep Valley Coal Company had refused 
further credit to Coal Distributors, Inc., the liabilities to these com­
panies were discharged by deliveries of coal purchased from White Haven 
Mining Company and Pocahontas & Co. This action is most unusual, 
in that the Greater Mines, Inc. and Deep Valley Coal Company were 
themselves producing companies. It would seem that in shutting off 
credit on or about November 30, 1932, these two creditors had knowledge 
of the insolvency of Coal Distributors, Inc., and that they were parties 
in collusion in preferential transfers of assets.
(3) Extension of additional credit to Ruby Coal Company and White Heat
Company after the worthlessness of their accounts was known to the 
officers:
The officers may be guilty of fraud here.
Coal D istributors, Inc. 
Balance-sheets
March 31, 1933, and November 30, 1932
Assets March 31, 1933 November 30, 1932
Current assets:    
Cash in bank............................. $ $ 2,200
Accounts receivable................  $273,900 $240,500
Less: reserve for bad debts. 124,100 149,800 93,600 146,900
Trade acceptances discounted $ 15,000 
Less: reserve for worthless
trade acceptances. . . .  15,000
$ 19,000
15,000 4,000
Total current assets. $149,800 $153,100
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  Officers’ and employees’
accounts.................. ............... $ 18,100
Less: reserve for loss...............  18,000
Net book value................ $ 100
Mineral rights (nominal value). 1
Fixed assets:
Office equipment......................  $ 5,200
Less: reserve for deprecia­
tion .................................  2,100
$ 19,500 
17,400
$ 2,100  
1
$ 5,200
2,100
N et book value................ 3 ,100 3,100
$153,001 $158,301
Liabilities and deficit 
Current liabilities:
Accounts payable.................    $145,300 $118,000
Notes payable— bank........... 41,300 38,600
Trade acceptances issued.. . .  62,000 51,000
Acceptances receivable dis­
counted................................... 15,000 19,000
Total current liabilities.. $263,600 $226,600
Capital deficit:
Deficit.........................................
Less: capital stock....................
N et deficit.........................
$160,599
50,000
$118,299
50,000
110,599 68,299
$153,001 $158,301
Note.— No provision has been made for depreciation of office equipment since November 30, 
1932.
Coal Distributors, Inc.
Adjusting entries
November 30, 1932 March 31, 1933
(1)
Cash in bank........................................................................
Accounts payable.......................................................
Cheques not cleared March 31st reversed, as cash 
has been applied by depository against notes (2).
(2)
Notes payable — bank......................................................
Cash in bank...............................................................
Application of bank balance by depository.
$ 5 ,300
$ 5,300
7,000
7,000
(3)
Officers and employees......................................................
Accounts receivable...................................................
To segregate former accounts.
(4)
Surplus...................................................................................
Reserve for bad debts...............................................
Reserve for loss on officers’ and employees’ 
accounts....................................................................
$ 19,500
$ 19,500
103,700
86,300
17,400
18,100
134,800
18,100
116,800
18,000
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To increase reserve for bad 
debts and create reserve 
against officers’ and em­
ployees' accounts: Nov. 30 Mar. 31
Total worthless accounts.. $111,000 $142,100 
Officers and employees.. . .  17,400 18,000
Accounts receivable worth­
less....................................... $ 93,600 $124,100
Reserve for bad debts........  7,300 7,300
Increase..................................  $ 86,300 $116,800
(5)
Surplus................................................................................... $15,000 315,000
Liability for acceptances receivable discounted. 315,000 $ 15,000
To set up direct liability for acceptances of Ruby 
Coal Company discounted. Account receivable 
from latter company is entirely worthless at both 
dates, and while the company has reduced its 
acceptances by $4,000 over the six months, this 
reduction appears to have been financed by the 
$6,700 additional credit from Coal Distributors,
Inc.
(6)
Surplus................................................................................... 8,599 8,599
Mineral rights.............................................................  8,599 8,599
To write down mineral rights to a nominal value.
140 ANSWERS
C
o
al
 D
is
tr
ib
u
to
r
s, 
In
c
.
W
or
ki
ng
 p
ap
er
s —
 N
ov
em
be
r 
30
, 
19
32
, a
nd
 M
ar
ch
 3
1,
 1
93
3
N
ov
em
be
r 
30
, 
19
32
 
M
ar
ch
 3
1,
 1
93
3
Pe
r 
Pe
r
D
eb
its
 
bo
ok
s 
A
dj
us
tm
en
ts
 
A
dj
us
te
d 
bo
ok
s 
A
dj
us
tm
en
ts
 
A
dj
us
te
d
A
cc
ou
nt
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
$2
60
,0
00
 
(3
) 
$ 
19
,5
00
 
$2
40
,5
00
 
$2
92
,0
00
 
(3
) 
$ 
18
,1
00
 
$2
73
,9
00
C
as
h 
in
 b
an
k.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
2
,2
00
 
2,
20
0 
1,
70
0 
(1
)$
 
5,
30
0 
(2
) 
7,
00
0
M
in
er
al
 r
ig
ht
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
8,
60
0 
(6
) 
8,
59
9 
1 
8,
60
0 
(6
) 
8,
59
9 
1
O
ffi
ce
 e
qu
ip
m
en
t..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
5,
20
0 
5
,2
00
 
5,
20
0 
5,
20
0
T
ra
de
 a
cc
ep
ta
nc
es
 r
ec
ei
ve
d.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
19
,0
00
 
19
,0
00
 
15
,0
00
 
15
,0
00
$2
95
,0
00
 
$3
22
,5
00
O
ffi
ce
rs
 a
nd
 e
m
pl
oy
ee
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
(3
) 
$ 
19
,5
00
 
19
,5
00
 
(3
) 
18
,1
00
 
18
,1
00
$2
86
,4
01
 
$3
12
,2
01
C
re
di
ts
A
cc
ou
nt
s 
pa
ya
bl
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
$1
18
,0
00
 
$1
18
,0
00
 
$1
40
,0
00
 
(1
) 
5,
30
0 
$1
45
,3
00
R
es
er
ve
 fo
r 
ba
d 
de
bt
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
7,
30
0 
(4
) 
86
,3
00
 
93
,6
00
 
7,
30
0 
(4
) 
11
6,
80
0 
12
4,
10
0
N
ot
es
 p
ay
ab
le
 —
 b
an
k.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
38
,6
00
 
38
,6
00
 
48
,3
00
 (2
) 
7,
00
0 
41
,3
00
R
es
er
ve
 fo
r 
de
pr
ec
ia
tio
n.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 
2,
10
0 
2,
10
0 
2,
10
0 
2,
10
0
T
ra
de
 a
cc
ep
ta
nc
es
 d
is
co
un
te
d.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
19
,0
00
 
19
,0
00
 
15
,0
00
 
15
.0
00
T
ra
de
 a
cc
ep
ta
nc
es
 is
su
ed
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
51
,0
00
 
61
,0
00
 
62
,0
00
 
62
,0
00
C
ap
ita
l s
to
ck
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
 
60
,0
00
 
50
,0
00
 
50
,0
00
 
50
,0
00
Su
rp
lu
s 
(d
ef
ic
it
*)
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 
9,
00
0 
(4
) 
10
3,
70
0)
 
11
8,
29
9*
 
2,
20
0*
(4
) 
13
4,
80
0 
 
16
0,
59
9*
(5
) 
15
,0
00
 
  
(5
) 
15
,0
00
 
(6
) 
8,
59
9 
  
(6
) 
8,
59
9 
 
  
$2
95
,0
00
 
$3
22
,5
00
R
es
er
ve
 fo
r 
lo
ss
 o
n 
of
fic
er
s’
 an
d 
em
pl
oy
ee
s’
 ac
co
un
ts
...
....
.. 
(4
) 
17
,4
00
 
17
,4
00
 
(4
) 
18
,0
00
 
18
,0
00
L
ia
bi
lit
y 
fo
r a
cc
ep
ta
nc
es
 r
ec
ei
va
bl
e 
di
sc
ou
nt
ed
...
...
...
...
...
...
...
 
(5
) 
15
,0
00
 
15
,0
00
 
(5
) 
15
,0
00
 
15
,0
00
$1
46
,7
99
 
$1
46
,7
99
 
$1
88
,7
99
 
$1
88
,7
99
$2
86
,4
01
 
$3
12
,2
01
A C CO UNTING -M A Y, 1933 141
No. 2. The problem does not state whether the preferred stocks 
of Companies A and B are participating or non-participating. 
Since this point has an important bearing upon the solution, 
and since court decisions may be found to support both views, 
two solutions to the problem are offered.
The following statement shows the separate earnings of Com­
panies A and B before considering the intercompany stockholdings 
of those companies.
Company
A B C D Total
Net income per books............................ $521,400 $534,550 $49,600 $25 ,500 $1,131,050
Less: intercompany dividends............. 527,600 36,350 563,950
Remainder................................................ $ 6 ,200 5498,200 $49,600 $25,500 $ 567, 100
Less: increase in intercompany profit
in inventories (see note):
Earned by C ($44,000 — $40,000). 4 ,000 4,000
Earned by D ($30,000 — $28,000). 2,000 2.000
Balance...................................................... $ 6 ,200 $498,200 $45,600 $23 , 500 $ 561,100
Take up earnings of C and D:
Minority interests:
C — 1% of $49,600........................ 496
D  — 1⅓ % of $25,500................... 340 340
Remainder —  to parent company:
C —  owned by A ............................ 45,104 40 , 104
D —  owned by B ........................... 23,160 23.160
Profits of A and B before considera­
tion of intercompany stock­
holdings............................................. $ 38 ,904 $521,360 5 560,264
N otes.— It will be noticed th a t the intercompany profit in 
inventories has been eliminated upon the basis of 100 per cent., 
a procedure advocated by many accountants. Specific arguments 
for eliminating 100 per cent. of the intercompany profits in this 
case are:
1. The minority interest is small.
2. This is a minor point in this problem.
3. The computation of minority interest in the profit on sales of Company D
to Company B is complicated by the inter-holdings of A and B stock 
and will vary according to the assumption as to participation of the 
preferred stock. As a result exact computation would require more time 
than the importance of the point would justify.
Also note that there is no way of ascertaining the accuracy 
of the federal income-tax provisions for the current year, stated 
to be estimated.
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I t will be noticed that Company A holds stock of Company 
B and that Company B in turn holds stock in Company A. 
Furthermore, both companies have preferred and common stocks, 
and the percentages of ownership vary for the two classes of stock 
in each case. I t  will be necessary, therefore, to consider these 
factors in determining the earnings.
In the following equations, “ a ” and “ b ” represent the profits 
available for the equity stockholders of Companies A and B, 
respectively.
(I) Preferred stocks are non-participating:
A B
Profits, as above....................................................................  $38,904.00 $521,360.00
Applicable to preferred stocks:
Company A (3% owned by B ) .....................................  75,000.00 2 ,250.00
Company B (96% owned by A ) ...................................  96 ,000.00 100,000.00
Profits available for common stock.................................. $59,904.00 $423,610.00
Adjustment for intercompany stockholdings:
A owns 49,000 of B’s 50,000 common shares, or 98%
B owns 6,000 of A’s 500,000 common shares, or 1.2%
a =  $ 59,904.00 +  .98b 
b =  $423,610.00 +  .012a
=  $423,610.00 +  .012 ($59,904.00 +  .98b)
=  $423,610.00 +  $718.85 +  .01176b
.98824 b =  $424,328.85 
b =  $429,378.34
Then a =  $ 59,904.00 +  .98 ($429,378.34)
=  $ 59,904.00 +  $420,790.77 
=  $480,694.77
Profit per share of A common stock =  $480,694.77 ÷  500,000, or $ .9614 
Proof: Total profits applicable to outside stock should equal $38,904. +  $521,360.,
or $560,264.
Outside stock o f Company A:
Preferred ($75,000 —  $2,250).......................................................... $ 72,750.00
Common, 494,000 shares, or .988a................................................  474,926.43
Outside stock o f Company B:
Preferred ($100,000 —  $96,000).....................................................  4 ,000 .00
Common, 1,000 shares, or .02b......................................................  8 ,587.57
Total profit, as above............................................................................ $560,264.00
(II) Preferred stocks are participating:
It is necessary to make a further assumption as to the basis of participation.
The normal assumption, equal participation, is precluded by the amounts of
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dividends paid by Company B and the statement in the problem that full 
dividends have been paid on preferred stocks.
It does not seem logical to make different assumptions with respect to the two 
companies, and this precludes interpretation of the dividend record for the year 
as indicating that Company A preferred was participating and that Company 
B preferred was non-participating:
Company A:
Dividends Shares
Dividends 
per share
Preferred............................ ........................ $ 75,000 100,000 $ .75
Common.............................
Company B:
........................ 375,000 500,000 .75
Preferred............................ ........................ 100,000 25,000 4 .00
Common............................. ........................ 400,000 50,000 8.00
Many assumptions are possible, but the most plausible appears to be that full 
dividends up to the point of participation have been paid and that further profits 
are distributed equally to all stockholders.
Because of the difficulty of arriving at a correct basis of participation, the first 
solution presented appears to be preferable, and the following solution is given 
mainly to show the difference in calculation:
(II a) Preferred stocks are fully participating after dividends have 
been paid on both classes of stock at the 1932 rates:
In effect, then, Company A preferred and common stocks share total profits 
equally, and Company B common receives an extra $4 per share, or $200,000, 
the remainder being divided equally. (In the case of Company B this is true 
only when total profits exceed the $4 and $8 dividend requirements —  $500,000.)
A B
Profits, as above..................................................................  $ 38 ,904.00 $521,360.00
Adjustment for $4 per share to B common before
equal participation.......................................................... 196,000.00 200,000.00
Profits for equal participation.........................................  $234,904.00 $321,360.00
Adjustment for intercompany stockholdings:
A owns 73,000 of B’s 75,000 total shares, or 97.33% 
B owns 9,000 of A’s 600,000 total shares, or 1.5%
a =  $234,904.00 +  .9733b 
b =  $321,360.00 +  .015a
.015 a =  b-$321,360.00
.015 a =  .0146b +  3,523.56 (from 1)
0 =  .9854b —  $324,883.56 (subtracting)
.9854 b =  $324,883.56 
b =  $329,697.14
Then a =  $234,904.00 +  .9733 ($329,697.14) 
=  $234,904.00 +  $320,905.22 
=  $555,809.22
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Profit per share of A stock (preferred and common alike) =  $555,809.22 +  
600,000 or $ .9263.
Proof:
Outside stock of Company A, 591,000 shares, or 98.5%,
earned .985a........................................................................................  $547,472.08
Outside stock of Company B:
Common, extra $4.00 per share, 1,000 shares............................  4 ,000 .00
Both classes, equal participation, 2,000 shares, or 2.67%,
earned .0267b.................................................................................. 8 ,791.92
Total profit, as above............................................................................  $560,264.00
No. 3. This problem presents several interesting features, all of 
which have an important bearing on the solution, as discussed 
below:
Depreciation on additions
The problem states “ He (the revenue agent) agreed to the rate of 10 per cent., 
on plant and machinery and also to the use of the beginning balance in the 
machinery account as the base for the calculation of depreciation.” The words 
“ he agreed ” may merely indicate that the agent consents to the company's past 
practice in this regard; they may also mean that the company affirmatively desires 
to use this basis, and in that case it is required in the solution.
Accepted practice and the income-tax department recognize the application 
of one-half the annual depreciation rate on additions and retirements during the 
year. The conditions of the problem appear to argue against this. Further­
more, while the tax authorities would undoubtedly agree to a 5 per cent. charge 
on additions, they would probably require that all of the company’s returns be 
restated on this basis, and it is to be noted that in this manner the 1926 loss 
would be increased by 5 per cent, of $70,000, or $3,500. Since the 1926 loss is 
not entirely applied against future taxable income, this $3,500 will be lost as a 
deduction for tax purposes.
Appraisal
Several assumptions may be made with regard to the $500,000 amount charged 
to the machinery account on January 1, 1928. On the theory that data given 
in the problem are presumed to be correct unless there is indication of error, the 
$500,000 may be assumed to be the excess of appraisal value over cost.
Depreciation on appreciation
On January 1, 1928, the date of the appraisal, the property accounts appeared
as follows:
Cost............................................................. $954,000
Depreciation reserve..............................  151,000
N e t.............................................................. $803,000
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The machinery appearing in these accounts was being depreciated on a 10 per 
cent, basis and, accordingly, would be extinguished as follows:
Acquired
January 1 ,  1926...................................................................
During 1926..........................................................................
During 1927.................................................... .....................
Remaining life
Extinguished from Jan. 1, 1928
December 3 1 ,  1935 8 years
December 31, 1936 9 years
December 31, 1937 10 years
The appraisal increase o f $500,000 which was put on the books on January 1, 
1928, should be depreciated over the remaining life of the machinery to which 
it applies; i. e., some 8, some 9 and some 10 years. There is no basis, however, 
for spreading the $500,000 over the 8-year, 9-year and 10-year assets. Further­
more, it can not be assumed that the $500,000 applies ratably over all of the 
machinery on hand at the time of the appraisal, because specific mention is 
made of two machines, costing $70,000 and $10,000 respectively, with the same 
appreciation —  $5,000. Also, it is incorrect to write off the $500,000 apprecia­
tion over the next ten years at the rate of 10 per cent., since that part of the 
$500,000 which applies to the machinery acquired January 1, 1926, for example, 
will remain on the books two years after the cost of the machinery has been 
written off.
The main point of this problem is the re-statement of income for tax purposes. 
Since this is not affected by appreciation, and since no exact computation of 
depreciation on appreciation is possible, the 10 per cent. rate is used in this solution.
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T he S N ovelty Company 
Capital surplus
1928
Jan. 1 Appreciation..............................................................
Dismantlement.........................................................
Depreciation..............................................................
1929
Dismantlement.........................................................
Depreciation..............................................................
Dec. 31 Balance.......................................................................
Debit Credit 
$500,000
$ 9,000  
50,000
800
49,000
391,200
$500,000 $500,000
With respect to the federal income tax, the S Novelty Company should file 
amended returns for the years 1926 to 1929 inclusive, in order to substantiate 
the net loss for the year 1926 to be applied against the profit now shown for the 
year 1928 and to show the increase in the net loss for the year 1927 to be applied 
against the taxable income for the year 1929.
The amended returns would show the retirement losses as well as the correction 
of the depreciation expense. The revenue agent’s adjustment of $54,600 for the 
year 1929 represents only the reduction in the depreciation expense.
The question of depreciation on additions during the year has been discussed 
above.
No. 4. The following adjusting journal entries are given for 
explanatory purposes only and are not to be considered as 
a part of the required solution.
(1)
Cost of sales......................................................................................  $100,000
Inventory —  finished goods..................................................  $100,000
To eliminate the excessive overhead included as a part 
of the cost of the finished-goods inventories.
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(2)
Surplus................................................................................................  $ 20,000
Investments..............................................................................  $ 20,000
To write down the value of the listed bonds to market 
value at December 31, 1932.
(3)
Treasury stock...............................................................................  70,000
Advances and loans................................................................  50,000
Discount on treasury stock................................................... 20,000
To record the forfeiture of collateral on loan to Adams 
Chemical Co.
(4)
Advance to officer —  J. B. Stewart............................................. 25,000
Cash............................................................................................  25,000
To record cash advance made to Mr. Stewart on January 
6, 1933.
(5)
Treasury stock.................................................................................. 20,000
Unissued capital stock...........................................................  17,450
Discount on treasury stock................................................... 2,550
To set forth the 200 shares of treasury stock (cost $17,450) 
carried as unissued capital stock.
(6)
Cost of sales......................................................................................  25,000
Surplus........................................................................................ 25,000
To transfer write-down of inventory of new cabinets 
introduced during 1932 to cost o f sales.
(7)
Surplus................................................................................................  10,000
Reserve for loss on purchase commitments................. .... 10,000
To provide for the difference between purchase price and 
market price of the purchase commitments at Decem­
ber 31,1932.
General F urniture Co.
Statement of profit and loss —  year ended December 3 1 ,  1932
Sales............................................................................................  $2,000,000
Cost of sales.............................................................................. 1,625,000
Gross profit on sales...............................................................  $ 375,000
Operating expenses:
Selling expense.....................................................................  $ 400,000
Administrative expense...................................................... 150,000
General expense................................................................... 100,000 650,000
Loss on operations................................................................... $ 275 ,000
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Financial expense:
Interest paid.........................................................................  $ 32,500
Less: interest received........................................................ 7 ,500 $ 25,000
N et loss......................................................................................  $ 300,000
Extraordinary charges:
Reserve for loss on purchase commitments.................  $ 10,000
Write-down of bank stock................................................  9,999 $ 19,999
N et loss to surplus..................................................................  $ 319,999
(Decline in value of bonds can not definitely be allocated to 1932.)
N o .  5.
(1) Adjusting journal entries:
(1) Surplus........................................................................... $3,000,000
Appreciation of land.......................................... $ 800,000
Appreciation of buildings.................................. 200,000
Trademarks.......................................................... 2,000,000
To write off the appreciation of land and 
buildings and trademarks to surplus account.
(2) Reserve for depreciation on appreciation of 
buildings............................................................ 15,000
Surplus.................................................................. 15,000
To write off the reserve for depreciation on 
appreciation of buildings to surplus account.
(3) Capital stock................................................................ 250,000
Treasury stock..................................................... 180,000
Surplus................................................................... 70,000
To record the cancellation of 5,000 shares of 
treasury stock (par $100 per share), which 
were carried at cost, $180,000.
(4) Capital stock................................................................. 9,750,000
Surplus................................................................... 2 ,900,000
Capital stock —  no par value.......................... 6 ,850,000
To record the exchange of 195,000 shares of -
the new no-par-value stock for an equal 
amount of the old capital stock of a par 
value of $50 a share.
(2) N et worth:
Capital stock —  no par value —  authorized, 200,000 
shares;
Outstanding, 195,000 shares......................................... 6,850,000*
Surplus —  net profit for the period, January 1, 
1932, to March 31, 1932.......................................... 40,000 6,890,000
(3) The balance in the surplus account at March 31, 1932, is the $40,000 profit
earned during the period from January 1, 1932, to March 31, 1932.
(4) The following footnote should be placed on the balance-sheet as at March
31, 1932.
* After charging off an accumulated deficit at January 1, 1932, of $2,900,000.
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No. 6.
(a)
A and B
N et profit for the period . . .
Sales....................................................................................................  $170,000
Cost of sales:
Cost of manufacture................................................ $80,000
Less: inventory on hand.........................................  30,000 50,000
Gross profit on sales........................................................................ $120,000
Overhead................................................................ ...........................  10,000
N et profit........................................................................................... $110,000
Represented by:
Cash on hand...............................................................................  $ 75,000
Accounts receivable..................................................................... 80,000
Inventory.......................................................................................  30,000
Total assets...............................................................................
Less:
Advances by B .........................................................................
Accounts payable....................................................................
$185,000
$ 50,000 
25,000 75,000
N et assets...................................................................................... $110,000
The problem states that “ B’s expenditures are to be returned 
to him out of profits before any division, after which, A and B 
are to share equally therein.” Expenditures can not be returned 
out of profits, but only out of cash provided by profits. The
total profits available in cash are:
To B, for advances m ade....................................................  $50,000
To B, one-half of remainder of cash................................  12,500
Total to B .......................................................................  $62,500
To A, one-half of remainder of cash................................  12,500
T otal................................................................................. $75,000
(b) If  there had been an expenditure of 550,000 for machinery 
and equipment as outlined in this section of the problem, there 
would have been only 525,000 in cash, which would not be 
sufficient to repay B for his advances. Accordingly, no cash 
profits would be available for distribution.
AMERICAN INSTITUTE OF ACCOUNTANTS
Examination of November, 1933
Auditing, November, 1933
No. 1.
(a) The current assets of a manufacturing and trading concern
would normally include the following:
Cash
Notes receivable (less reserves)
Accounts receivable (less reserves)
Inventories
Marketable securities representing temporary investment of current funds 
Under current liabilities would be the following items:
Accounts payable 
Notes payable 
Bank loans
Customers' credit balances 
Indebtedness to stockholders, officers, etc.
Accrued expenses —  interest, salaries, taxes, etc.
Current instalments of bonds or mortgages.
(b) Current assets should include all items which in the normal
course of the business will be converted into cash within 
the current period (usually accepted as one year from 
the date of the balance-sheet). Similarly, current liabili­
ties should include all present obligations which will or 
may require a cash disbursement within the current 
period.
With these tests in mind, therefore, such items as cash in 
banks subordinated or set aside for a particular purpose, 
receivables maturing later than a year from the date of 
the balance-sheet, etc., should not be classified as current 
assets.
No. 2.
(a) The issuance of capital stock at a par value in excess of 
the “ sound ” value of net assets received in the exchange indicates 
either
(1) that the stock was issued at a discount, or
(2) that intangible assets were acquired.
154
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Because the problem definitely states that no goodwill was 
purchased, the answer must be that the stock of Corporation A 
was issued at a discount.
(b) and (c). The net difference which Corporation A has added 
to its goodwill account should be transferred to an account called 
discount on stock. This account may be shown on the asset side 
of the balance-sheet or may be charged against surplus.
(d). If the net value of the assets of Corporation B were in 
excess of the par value of the stock issued in exchange, such 
excess should be credited to a capital-surplus account, such as 
paid-in surplus or surplus arising from the acquisition of assets 
of B Corporation.
No. 3. The principle underlying the rule in the code of ethics 
of the American Institute of Accountants providing that no 
member shall advertise his professional attainments is that 
self-praise is unbecoming a member of a profession. The 
ability of a member of a profession should speak for itself. 
(Note.— The editorial “ Questions in Ethics ” appearing on
page 8 of the January, 1934, issue of The Journal of Accountancy 
discusses this question and some of the answers.)
No. 4.
(a) I would not certify this statement because it is misleading.
The net earnings figure includes an item of extraordinary 
income against which are applied items of ordinary 
operating costs and expenses, with the result that this 
statement shows net earnings of $500,000, whereas, 
excluding the extraordinary dividend, a loss of this 
amount would have been shown.
(b) If (1) the investment in the capital stock of the Jones
Corporation is carried at cost, (2) no part of its earnings 
since acquisition has been taken up on the books of the 
Smith Corporation, and (3) the earnings since acquisition 
have been in excess of the amount of the dividend paid, 
I would certify to either of the following statements:
“ Net loss for the year to December 31, 1931, after deduct­
ing discounts, allowances, cost of sales, depreciation, selling 
and administrative expenses................................................................  $500,000
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“ Dividend received from the Jones Corporation (fifty per 
cent. ownership) representing a distribution from the accumu­
lated profits of prior years. (The earnings for the Jones Cor­
poration during 1931 were $25,000).................................................  $1,000,000
“ Balance, carried to surplus..........................................................  $ 500,000”
“ N et credit to surplus for the year ended December 3 1 , 1931, 
after deducting discounts, allowances, cost of sales, deprecia­
tion, selling and administrative expenses, and after crediting 
discounts and the dividend of $1,000,000 received from the 
Jones Corporation (fifty per cent. ownership) representing a 
distribution from the accumulated profits of prior years. (The 
earnings for the Jones Corporation during 1931 were $25,000) $ 500,000”
If the Smith Corporation has practical control of the Jones 
Corporation and has been following the practice of crediting its 
surplus account with its proportionate share of the earnings of 
the Jones Corporation, the dividend received during 1931 should 
be credited to the investment account, and only $12,500 should 
be taken up as an earning from the subsidiary during the year. 
No. 5.
(a) The three items listed would indicate that (1) unauthorized
bank loans were being made, (2) that disbursements were 
being made to employees which were not being reported 
to the home office, and (3) that purchases were being 
made by employees in the name of the company.
(b) The contra items (the unrecorded receipts) should be bank
credits for the proceeds of the bank loans and cash 
payments by the employees for the cheques issued to 
them and for the purchases made for them.
(c) The representative has done nothing apparently to ascertain
whether all vending machine receipts have been recorded 
and deposited and whether all disbursements were sup­
ported by proper vouchers. The deposits of the unre­
corded receipts may have been vending machine receipts 
belonging to the company. He has merely checked the 
books against the bank statements. He should have 
investigated further to determine
1. The authority upon which the bank made the loan.
2. Who paid the interest on the loan.
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3. What other outside business interests the manager may have had which
might cause him to use the company’s credit.
4. Whether there has been any kiting of cash.
(d) The representative should be instructed to make a further 
investigation as suggested in (c). Upon receipt of this 
additional information, the matter should be discussed 
with the client. A better system of internal check should 
be suggested, which would include the installation of a 
working fund for the manager, the daily deposit of all 
receipts, the withdrawal of these receipts and the pay­
ment of invoices by the home office only. Merchandise 
could be controlled by charging all merchandise to the 
branch at selling prices and crediting the branch with all 
receipts from sales.
No. 6.
(a) I would instruct the bookkeeper to make up a list of
cheques on hand, listing them by banks, showing the 
amount, drawer and endorsers (if any). This list would 
be very valuable in following up the cheques later when 
the banks reopen, especially in endeavoring to collect 
unhonored items from customers.
(b) If  sufficient time were granted me for the rendering of my
report, I would obtain a bank statement as of March 
6th and thus determine what items deposited before 
March 6th had been charged back and what cheques 
issued before March 6th had not been cleared. I would 
then adjust the balance of the cash account to the actual 
bank balance, setting out separately the cheques out­
standing in the hands of creditors and customers’ cheques 
on hand.
On the balance-sheet I would show the cash as follows:
Cash on deposit in X  bank (for outstanding cheques, see contra)
Cash on hand 
Cheques on hand
The accounts receivable would be shown in the usual manner, 
with a reserve for uncollectible accounts. A footnote should be 
appended to the balance-sheet referring to the bank moratorium, 
the fact that the company’s depositary was considered sound 
and to the contingency of the collectibility of cheques on hand 
and the receivables.
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No. 7.
(a) The exchange gain or loss resulting from the conversion
of the subsidiary’s accounts into American dollars should 
be recognized.
If  there is a gain on exchange it should be carried to a reserve 
for exchange fluctuation (unless the amount is relatively 
very small); the gain should not be credited to operations, 
because no profit is realized until the assets are actually 
converted. If there is a loss on exchange it should be 
deducted in the profit-and-loss statement just before 
computing the net profit for the year, on the theory that 
there should be provision for the expected loss upon 
conversion of, the assets.
(b) Fixed assets, credits for property retirements and deprecia­
tion provisions should be converted at the rate of 
exchange prevailing at the date of purchase — that is, 
they should be converted into dollars at the equivalent 
or actual dollar cost (equivalent or actual depending 
on whether the payment was made in American or 
Canadian funds).
This practice is in accordance with the general accounting 
principle that profits should not be affected by the 
valuing of fixed assets at market prices (or any fluctua­
tions in the value of fixed assets) and the corollary 
that depreciation charges should represent a recovery of 
cost.
(c) Funded debt, if payable in American dollars, should be
converted into the American dollar liability; if payable 
in Canadian dollars, it should be converted into the 
equivalent dollar value at the date of issuance. Cur­
rently maturing instalments should be converted at the 
current rate. Profits and losses from conversions of 
funded debt at current rates should not be taken into 
current operations.
(d) The current rate of exchange should be used in converting
inventories.
No. 8.
(a) A stock right is a privilege extended by a corporation to 
its stockholders to purchase additional stock of the cor-
AUDITING—NOVEMBER, 1933 159
poration. The privilege applies to all stockholders, or 
all stockholders of a certain class or certain classes, 
equally, in proportion to the number of shares owned. 
Stock rights are usually declared by issuing warrants to 
the stockholders according to their holdings entitling 
them to purchase a certain number of shares at the 
announced price. The warrants normally are transfer­
able.
(b) The formula for ascertaining the theoretical value of a 
stock right is as follows:
R= M  —  S  
n +  1
R=  value of the right received with each share of stock.
M  =  market value of stock just prior to issuance of rights.
S =  subscription price per share of new stock. 
n =  number of rights needed for subscription to one new share.
(c) Example:
Stockholders of X  Corporation receive rights permitting the 
purchase of one share at $100 for every 4 shares held. X  stock 
is selling at $180. The value of each right may be found by the 
use of the formula above:
R =
$180 — $100 
4 +  1
$80
= 5 
$16
For verification of this value, take the case of a stockholder 
with 4 shares. The value of his holding is 4X$180, or $720. 
If  he exercises his right, and all rights are exercised, the capital 
of the corporation will have been increased by $100 for every 
4 shares previously outstanding, and the number of shares will 
have been increased 25%. The market price of the stock should
then theoretically readjust itself as follows:
For every 1 share previously valued a t ......................................................  $180
There is an additional ¼  share with an addition to capital o f............  25
So we now have 1¼  shares worth................................................................  $205
Making the value of 1 share $205 ÷  1¼  or $ 164.
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Thus the dilution by the issuance of rights has reduced the 
value of the stock by $16 ($180—$164). Therefore if our holder 
of 4 shares were to sell his rights he would expect to receive $16 
each for them; by subscribing he would pay $100 plus four rights 
(with a value of $64) and receive in return a share of stock worth 
$164 (equal to $100+$64).
No. 9
(a) The dividend policy of any company is principally governed
by two factors — the cash position (considering the 
possible future demands) and the available surplus. 
Accordingly, the facts presented in regard to each of 
the subsidiaries should be reflected in the following 
manner:
(1) The carrying value of A Company stock should be adjusted by a charge to
surplus for the holding company’s share of A’s net loss after dividends 
since acquisition. If an improvement in the management of A Company 
may be expected to produce profits in the future, this factor must be 
borne in mind. On the other hand, if the inefficient management is to 
continue, further losses and drains on the holding company’s funds may 
be expected.
(2) The holding company has apparently credited dividends received from B
Company during the year to surplus. The investment in B Company 
stock should be adjusted by a charge to surplus for the excess of dividends 
received over the holding company’s share of B’s profits. As these 
dividends represent a withdrawal of funds and not a transfer of earnings, 
it must be recognized that this source of funds can not continue very long 
unless earnings materialize.
(3) The market value of C Company stock is itself of no importance, but the
adverse conditions reflected thereby affect the earning prospects of C 
Company and consequently of the holding company. The carrying 
value of the 60% interest should be adjusted to reflect the holding com­
pany’s share of profits and losses since acquisition.
(b) In the holding company balance-sheet, the accounts of
A and B and probably C should be consolidated, thereby 
reflecting the underlying asset values of the separate 
investments and the true consolidated surplus.
No. 10. The dividend of $9,000 received from the Y Company 
should be eliminated in the consolidated statements, and the 
parent company’s share of the profits and losses of its sub­
sidiaries should be taken up as follows: (It would appear from 
the wording of the problem that the total loss for the year of 
Z Company was $1,000.)
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In the income statement:
Y  Company (90% of $12,000 profit)............................................
Z Company (90% of $ 1,000 loss)................................................
$10,800 profit 
900 loss
On the books of X  Company:
Investment —  Y  Company..........................................  $10,800
Surplus...........................................................................
Surplus...............................................................................  900
Investment —  Z Company......................................
10,800
900
The minority interests in both Y and Z Companies should be 
shown at 10 per cent. of the capital stock and surplus accounts 
of both companies. In particular, assuming that there is no 
surplus or deficit account in the case of Z Company prior to the 
current year and that the total deficit account of that company 
is $1,000, the minority interest of 10 per cent. in Z Company 
would be shown in the balance-sheet as follows:
Minority interest in Z Company:
Capital stock....................................................................................................  $10,000
Less —  deficit...................................................................................................  100
T otal.............................................................................................................. $ 9,900
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City of D owell
Statement of the current surplus of the general fund for the period 
January 1, 1932, to December 31, 1932
Current surplus, January 1, 1932................................................ $ 11,492
Add: revenue during the year:
From taxes...............................................................  $247,660
Less: provision for loss on the 1932 taxes
receivable......................................................  37,149 $210,511
From miscellaneous sources......................................................  64,325
From sale of old equipment.......................... ...........................  1,260
Savings on orders and contracts..............................................  111
------------- 276,207
T otal.......................................................................................  $287,699
Less: expenditures during the year:
For current purposes................................................................... $234,398
For capital additions................................................................... 8,716
For payment of bonds................................................................  25,000
For reserve for orders and contracts (1932)........................... 5,842 273,956
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Balance...................................................................................  $ 13,743
Less: uncollectible taxes, 1931......................................................  2,229
Current surplus, December 31, 1932........................................... $ 11,514
City of D owell
Statement of income and expense— water department for the period 
January 1, 1932, to December 3 1 ,  1932
Income:
Services billed.............................................................. ............ .. $146,867
Deposits lapsed............................................................................. 60 $146,927
Expenses:
Labor and material expense......................................................  $109,638
Depreciation.................................................................................. 10,600
Accounts of prior years written off.........................................  1,097 121,335
Balance..................................................................................  $ 25,592
Non-operating income and expense:
Interest on bonds payable......................................................... $ 3,000
Interest on investments.............................................................. 1,102 1,898
N et income —  January 1, 1932, to December 31, 1932........  $ 23,694
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City of D owell
Statement of operating surplus —  water department for the period 
January 1, 1932, to December 31, 1932  
Balance, January 1, 1932............................................................................. .. $ 21,773
Add: net income for the year 1932 ................................................................... 23,694
Total............................................................. .............................................. $ 45,467
Deduct:
Expenditures for additions to plant.......................................  $ 12,460
Current funds used for the payment of bonds..................... 20,000 32,460
Balance, December 31, 1932............................................................................... $ 1 3 ,0 0 7
C ity of D owell
Statement of replacement fund reserve for the period 
January 1, 1932, to December 3 1 ,  1932
Balance, January 1 ,  1932....................................................................................  $21,700
Depreciation for the year 1932..........................................................................  10,600
T otal............................................................................................................. $32,300
Cost of replacements made during the year 1932......................................... 7,800
Balance, December 31, 1932............................................................................... $24,500
City of D owell
Statement of trust fund reserves for the period 
January 1, 1932, to December 3 1 ,  1932
Reserves
Balances, January 1, 1932..............
Cemetery
maintenance
fund
.........  $2,126
Policemen’s
pension
fund
$18,691
Firemen’s
pension
fund
$16,824
Add:
Contributions................................ 4,160 2,740
  Investment income:
Income..................................  $4,800
Profit on sale of invest­
ments ............................  600
Total.................................. $5,400
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Less: premium on invest­
ments ............................  $ 800
Accrued interest pur­
chased...........................  260
T ota l.................................  $1,060
N et income..........................  $4,340
(Ratio of distribution, 62, 20, 18; 
amounts taken to nearest dol­
lar) ..................................................
Totals..............................................................
Less: pensions paid......................................
Maintenance and expense.....................
Balances, December 3 1 ,  1932...................
$2,691 $ 868 $ 781
$4,817 $23,719 $20,345
3,825
3,200 2,400
$ 992 $20,519 $17,945
The accrued interest purchased has been charged against 
current income, as there is better reason for charging it against 
1932 than against any other years. The statement in the problem 
that “ accrued interest on investments or on outstanding bonds 
is disregarded ” must refer to the omission of accruals at December 
31st, and not to this item.
The premium on investments has also been charged to expense, 
as this seems to be the company’s practice: although the invest­
ments-account balance ($94,425) would appear to be cost rather 
than par, the more positive fact that the premium on investments 
account had no balance at January 1st governs. Premium and 
discount on investments should properly be amortized over the 
life of the investments.
The accompanying working papers and adjustments for the 
general fund are not part of the solution but are submitted merely 
for purposes of explanation.
Explanation of adjustments
(1) To increase reserve for 1931 taxes to amount o f taxes uncollected.
(2) To increase reserve for 1932 taxes 50%.
(3) To set out from surplus the $111 saving on 1931 invoice payments.
(4) To write off cost o f property sold during the year, by charges to capital
surplus.
(5) To write off cost of property discarded during the year.
(6) To set up 1932 additions to property.
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(7) T o reverse budget figures incorporated in accounts for purposes of record.
(8) To set up liability to improvement funds for public benefits:
N o. 50........................................................................  $4,516
N o. 51 ........................................................................  2,400
T otal.................................................................. $6,916
This item does not appear on the January 1st trial balance 
of the general fund, although a similar liability existed, and 
should have been shown, at that date. I t  can not be determined 
whether the indicated payment from the general fund to improve­
ment No. 50 in 1932 was charged to expense or capitalized as 
an addition. For this reason the item “ public benefit ” is shown 
separately on the asset side of the balance-sheet and is not added 
to the property account.
No. 2. The following working papers and adjustments are for 
explanatory purposes only. Those parts of the solution marked
(1), (2) and (3) meet the requirements of the problem.
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(1) To credit earned surplus with the amount charged against
earnings for patent amortization on the item of “ good­
will ” transferred to patent account on January 1, 1923. 
The annual charge was 1/17 of $510,000, or $30,000. 
The period covered was from January 1, 1923, to Decem­
ber 31, 1932, or ten years.
(2) To credit earned surplus with the amount charged against
earnings for patent amortization on the value of the 
patents donated by Josiah Thompson on January 1, 1920. 
The annual charge was 1/17 of $340,000, or $20,000. 
The period covered was from January 1, 1920, to Decem­
ber 31, 1932, or thirteen years.
(3) To credit earned surplus with the profit on the sale of the
investment in the wholly owned subsidiary Company A. 
While the indicated profit on the sale of the stock is
$175,000, there should be added to this amount:
The profit on the sale of plant..................................................................  $100,000
The undistributed earnings from January 1, 1923, to December
31, 1927, which were taken up as a debit to the investment 
account........................................................................................................  $100,000
(4) To credit earned surplus with the depreciation charged on
the write-up of buildings, $500,000, for seven years at 
3 per cent. per annum, or $105,000.
(5) To credit earned surplus with the depreciation charged on
the write-up of machinery and equipment, $300,000, for 
seven years at 10 per cent. per annum, or $210,000.
(6) To credit donated surplus with:
Par value o f the entire issue of preferred stock donated January 
1, 1926.....................   $500,000
Less: The discount on this stock at the time of its sale on Janu­
ary 1, 1915.................................................................................................. 75,000
T otal........................................................................................................  $425,000
(7) To charge earned surplus with the bond discount applicable 
to the period from January 1, 1923, to December 31, 
1932 (ten years). The discount on these twenty-year 
bonds amounted to $200,000.
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(8) To credit unamortized-bond-discount account with the
discount applicable to the $500,000 par of bonds retired 
on December 31, 1932. These bonds had ten more years 
to run and had been sold at a discount of 10 per cent., 
or $50,000.
(9) To transfer to earned surplus the dividends received from
subsidiary Company B, and to set forth the excess of 
the subsidiary’s profits since acquisition over such divi­
dends. The undistributed earnings of $700,000 represent 
the “ net increase in earned surplus.” The total earnings 
were $1,100,000 ($700,000 undistributed+ $400,000 paid 
out in dividends).
(10) To apportion the book value of the Market street plant
abandoned as of December 31, 1932, between earned 
surplus and revaluation surplus.
Appreciation 
Jan. 1, 1926
Depreciation on ap­
preciation charged 
to earnings Chargeable to 
revaluation 
surplusRate Amount
Land......................................... $ 50,000 $ 50,000
Buildings................................ 100,000 3% $21,000 79,000
Machinery and equipment. 50,000 10% 35,000 15,000
T otal............................... $200,000 $56,000 $144,000
(1) The surplus section of the balance-sheet should appear as 
follows:
Surplus:
Earned.................................................................................  $1,489,000
Donated surplus................................................................  505,000
Paid-in surplus................................................................... 2,500,000
Revaluation surplus.......................................................... 751,000
Unrealized profit on sale of plant to subsidiary.. . .  200,000
Subsidiary profits since acquisition in excess of
dividends received........................................................  700,000 $6,145,000
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(2) Subsidiary schedules showing the computation of the items 
in the surplus section (1):
Earned surplus:
Credits
Net income carried to surplus.......................................  $10,000,000
Adjustment of earnings for patent amortization:
Goodwill transferred to patent account.................  $ 300,000
Patents donated by Mr. Thompson........................  260,000 560,000
Realized profit on sale of investment in Company A:
Profit on sale of plant.................................................. $ 100,000
Undistributed earnings taken up.............................. 100,000
Indicated profit on sale of stock...............................  175,000 375,000
Appreciation realized through depreciation:
Buildings........... .............................................................  $ 105,000
Machinery and equipment.........................................  210,000 315,000
Discount on bonds reacquired and retired.................  75,000
Dividends received from Company B .........................  400,000
Total credits..............................................................  $11,725,000
Debits
Dividends paid in cash:
Common stock............................................................... $8,000,000
Preferred stock............................................................... 330,000 $ 8,330,000
Dividends paid in common stock.................................  1,000,000
Amortized bond discount................................................ 100,000
Provisions for losses:
Marketable securities................................................... $ 200,000
Obsolescence of inventory........................................... 400,000 600,000
Write off of Market street plant................................... 206,000
Total debits................................................................  $10,236,000
Balance, December 31, 1932..........................................  $ 1 ,489,000
Donated surplus:
Patents donated by Josiah Thompson on January 
1 ,  1920.............................................................................  $ 340,000
Less: amortization during 13 year period 260,000 $ 80,00013
17
Donation of 5,000 shares o f preferred stock..............  $ 500,000
Less: discount on sale of preferred stock....................  75,000 425,000
Balance, December 31, 1932.................................. $ 505,000
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Paid-in surplus:
Premium on capital stock sold......................................  $ 300,000
Discount on common stock retired..............................  200,000
Reduction of par value of capital stock...................... 2 ,000,000
Balance, December 31, 1932.................................. $ 2,500,000
Revaluation surplus:
Goodwill transferred to patent account...................... $ 510,000
Less: amortization from January 1, 1923, to Decem­
ber 31, 1932....................................................................  300,000
Appreciation of appraisal:
Applicable to 
abandoned
Total
appre­
ciation
Realized 
by depre­
ciation
Market
street
plant
N et
appre­
ciation
Land..............................$ 200,000 $ 50,000 $150,000
Buildings...................... 500,000 $105,000 79,000 316,000
Machinery and equip­
ment..........................  300,000 210,000 15,000 75,000
$ 210,000
T otal.................... $1,000,000 $315,000 $144,000 $541,000 541,000
Balance, December 31, 1932...........................................................  $ 751,000
Unrealized profit on sale of plant to subsidiary.......................................  $ 200,000
Subsidiary profit since acquisition in excess of dividends received:
Earnings of Company B .........................................................................  $1,100,000
Dividends received.......................................................................................  400,000
Balance, December 31, 1932..................................................................  $ 700,000
(3) Reconciliation of surplus of $5,670,000 shown in the analysis
with the balance shown in (1):
Balance shown in analysis..........................................................................  $5,670,000
Add: restatement of unamortized bond discount...........  $ 75,000
Adjustment of investment account of Company B ... 400,000 475,000
Balance, per surplus statement (1 )..................................... $6,145,000
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Notes:
1. I t  will be noted that the goodwill account was transferred 
to the patent account as of January 1, 1923, and that provision 
for amortization of patents was made each year by setting aside 
1/17 of the charges to patent account. I t  is not definitely known 
that this charge of $510,000 applied to any particular patent or 
patents. Hence, the candidate would be jumping at conclusions 
were he to assume that this charge should be written off over the 
life of those patents donated by Josiah Thompson on January 
1, 1920.
2. There are not sufficient data given to adjust the profits of 
Company B for the depreciation on the inter-company profit in 
its plant account.
3. The write-off of the land account of the Market street plant 
has not been disturbed. There is no way to ascertain its value. 
The cost of removing the buildings, etc., may be in excess of the 
land value.
No. 3. The statement on the following page shows inventories 
at the beginning and the end of the year 19—, with numerical 
changes during the year.
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No. 4. Statement showing the number of gallons of grape juice 
and brandy necessary to produce the 20,000 gallons of wine 
on hand.
Gallons of wine on hand..............................
Shrinkage —  1% per annum.......................
6 years old 
15,000.00
957.45
15 years old 
5 ,000.00  
882.35
Total
20,000.00
1,839.80
Gallons of finished wine before shrinkage. 15,957.45 5,882.35 21,839.80
Deduct: brandy (of which 5 gallons were
used per 50 gallons of finished wine) —
10% .......................................................... 1,595.75 588.23 2,183.98
Gallons of filtered grape juice..................... 14,361.70 5,294.12 19,655.82
Filtration loss —  (4 gallons to each 50
gallons) —  8% (8 /92  of line 5 )............. 1,248.84 460.36 1,709.20
Gallons of grape juice................................... 15,610.54 5,754.48 21,365.02
Statement showing cost of old wine
Grape juice, $1.55 per gallon:
15,610.54 gallons........................................
5,754.48 gallons........................................
Brandy, $3.75 per gallon:
1,595.75 gallons........................................
588.23 gallons...........................................
Labor, 45¢ per gallon (40,000 gallons ÷  
$18,000):
15,957.45 gallons........................................
5,882.35 gallons........................................
Plant overhead —  ⅓  of labor cost............
Barrels — $5.50 each —  (50-gallon capac­
ity):
320 bbls. for 15,957.45 gallons...............
118 bbls. for 5,882.35 gallons...............
Total cost................................................
Carrying charge 6% per annum................
Inventory value.....................................
6 years old 15 years old Total
$24,196.34
$ 8,919.44 $33,115.78
5,984.06
2,205.86 8,189.92
7,180.85
2,393.62
2 ,647.06
882.35
9,827.91
3 ,275 .97
1,760.00
649.00 2 ,409 .00
$41,514.87
14,945.35
$15,303.71
13,773.34
$56,818.58
28,718.69
$56,460.22 $29,077.05 $85,537.27
N otes.— The shrinkage averaged 1% per annum and should 
not be computed on the annual reduced gallonage.
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I t is assumed that the wine is barreled when it is finished, and 
that it is aged in the barrels. Hence, the number of barrels used 
in costing the wine is based upon the quantity of wine finished. 
No. 5.
(a) When “ A ” sold the assets of his business to the new 
corporation on January 1, 1917, he received capital stock of a 
value of $1,441,000 as shown below:
Year
Capital at 
beginning 
of year
 Return 
on capi­
ta l— 8%
Annual
profits
Remaining 
profits 
to be
capitalized
1908................................. ...............  $ 10,000 $ 800 $ 15,000 $ 14,200
1909................................. ...............  25,000 2,000 20,000 18,000
1910................................. ...............  45,000 3,600 30,000 26,400
1911................................. ...............  75,000 6,000 40,000 34,000
1912................................. ...............  115,000 9,200 60,000 50,800
Totals..................... ...............  $270,000 $21,600 $165,000 $143,400
The remaining profits, after deducting 8 per cent. of the 
invested capital, should be capitalized at 15 per cent., to obtain 
the value of the goodwill.
Goodwill ($143,400 ÷  15% )....................................................
Investment at January 1, 1908................................................
Profits left in the business:
1908 to 1912 (per above)......................................................
1913 ....................................................................................
1914 ....................................................................................
1915 ..............................................................................
1916 ....................................................................................
Value of the capital stock of the corporation at the date 
organized, January 1 ,  1917....................................................
$ 956,000 
10, 000
$165,000
10,000
150,000
50,000
100,000 475,000
$1,441,000
But how is the value of $1,441,000 to be apportioned to the 
preferred and common stock received in the non-taxable reorgani­
zation of January 1, 1928? While it is true that a market price 
for the preferred stock was set when one-half of the total issue 
was sold immediately after January 1, 1928, there are no data 
given in the problem as to the market price of the common. 
Without this information an apportionment is impossible.
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Therefore, no taxable profit or deductible loss for federal 
income-tax purposes was realized from the sale of the preferred 
stock by “ A,” and further, none will be realized until, “ out of 
the proceeds of sale shall have been recovered the entire cost 
($1,441,000) of the original property.” (For a discussion of this 
point see B. T. A. 21, page 636.)
(b) When the corporation in 1930 exchanged its land and 
building for property in another neighborhood, no taxable profit 
or deductible loss was realized, as this transaction was an exchange 
of like property, and not a sale.
Commercial Law, November, 1933
No. 1. The negotiable-instruments act provides that where a 
drawee to whom a bill is delivered for acceptance destroys it, 
he will be deemed to have accepted it. The tearing up of the 
bill would, therefore, constitute an acceptance by Washburn, 
and if Washburn did not thereafter pay the bill the payee 
would have a right of action against him as acceptor. The 
payee would also have a right of action against Beach as 
drawee, provided the payee gave the drawer due notice of 
dishonor or made due protest, if a foreign bill.
No. 2. As the question is drawn a definite answer can not be 
given. Probably the purpose of the question will be served 
by a discussion of the points of law involved.
There are two questions involved. One is whether Wulff  was 
in effect surety for Coleman so that an extension of the debt by 
arrangement between Coleman and Kenyon without Wulff’s con­
sent would discharge Wulff . The other is whether the acceptance 
by Kenyon of interest from Coleman before the semi-annual 
interest date extended the payment of principal until that date. 
If Wulff  was in effect surety for Coleman and if the acts of Coleman 
and Kenyon amounted to an extension without Wulff ’s consent, 
the defense would be sound.
Although there is a conflict among the authorities, probably 
Wulff  was in effect a surety for Coleman to the extent of the 
value of the land at the date to which Wulff  extended the mort­
gage. The reasoning leading to this conclusion is as follows: 
When Wulff  conveyed to Coleman apparently (although it is not 
clear from the question) Coleman did not assume the mortgage. 
In such a case, as between Wulff  and Coleman, Wulff  had the 
right to require that the land be first exhausted in the payment 
of the debt. Wulff  could protect this right by paying the debt 
and becoming subrogated, to the extent mentioned, to the right 
of Kenyon to proceed against the property for payment. The 
extension agreement had the effect of interfering with Wulff ’s 
right to protect himself in this manner beyond the original due 
date of the mortgage. This placed upon Wulff  a new risk to 
which he had not consented. The value of the land might prove
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to be very much less at the end of the extended period than at 
the original maturity of the debt. However, the grantee stood 
in the quasi-relationship of principal debtor only in respect to 
the land as the primary fund and to the extent of the value of 
the land. If that value was less than the mortgage debt, as to 
the balance he owed no duty or obligation whatever, and, as to 
that, Wulff stood to the end as he was at the beginning, the sole 
principal debtor. From any such balance he was not discharged, 
but to the extent of the value of the land at the date to which 
Wulff extended the mortgage he was discharged. As the relative 
value of the land to the mortgage debt is not shown in the question 
no definite answer can be given.
There are decisions and there is even language of the supreme 
court of the United States which indicate that where the grantee 
has not assumed the mortgage there is no relationship of principal 
and surety between grantee and grantor even to the extent indi­
cated above. Such decisions, however, appear to be distinctly 
in the minority.
Had Coleman assumed the mortgage the case would be a stronger 
one for the establishment of the relationship of principal and 
surety.
I t can not be determined definitely from the question whether 
the acts of Coleman and Kenyon amounted to an extension. 
As the question is drawn there is nothing to indicate that the 
principal was overdue when the interest payments were accepted, 
so there is no indication that there was anything to extend.
There are decisions indicating that where principal is overdue 
and interest is paid shortly prior to the semi-annual interest date 
the acceptance of such interest by the mortgagee amounts to an 
extension to such interest date of the obligation to pay the 
principal. Probably such acceptance would have amounted to 
an extension to the semi-annual interest date if the principal 
were overdue when the interest payments were accepted.
No. 3. In the absence of a local statute changing the common 
law Miller should recover judgment for possession of the 
diamond. Miller is the owner of the diamond. Falk had no 
right to make the sale, since it had not been approved by 
Miller. Porter did not obtain any title or right of possession 
by such a sale.
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No. 4.
(a) In general, interstate business is business which involves
commercial intercourse between states and all the com­
ponent parts of such transactions; intrastate business is 
business which is initiated, transacted and concluded 
exclusively within a state.
(b) Article 4, section 2, clause 1, of the constitution of the
United States reads: “ The citizens of each state shall be 
entitled to all privileges and immunities of citizens in 
the several states.”
(c) A corporation is not a citizen within the meaning of this
section.
No. 5. This is not a valid defense. An advertisement is not an 
offer but is an invitation to the public to come and purchase. 
When the customers came in response to the advertisement, 
the storekeeper could have explained readily that it was a 
mistake.
No. 6. In order to be negotiable, a promissory note must be 
a promise to pay a sum certain in money, and it must be pay­
able on demand or at or before a fixed or determinable future 
time. The fact that the taxes assessed against the payee or 
holder are to be paid in addition to the $50,000 has been held to 
render the note uncertain as to amount and therefore to destroy 
its negotiability. The provisions as to the semi-annual pay­
ments do not make the note uncertain, because all they amount 
to is a promise to pay $1,000 semi-annually for eight years 
and the balance on or before the end of eight years.
No. 7. Yes, defendant’s statement should be held to be fraudu­
lent. I t  is true that there was no showing of knowledge of the 
falsity or inaccuracy of the statement. However, in view of 
the defendant’s close association with the company it will be 
presumed that his general knowledge of its affairs was such 
that his furnishing plaintiff with such a misleading statement 
was fraudulent, in the absence of any explanation from him.
No. 8. The agreement is enforceable. I t  contains the important 
terms of the lease to the extent that they are peculiar to that 
lease, and the other terms can readily be proved by usage and 
custom among real-estate men in the community. The material
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parts of the contract thus having been agreed upon, the words
“ to the mutual satisfaction of the parties ” do not make this 
agreement any less enforceable. In this case probably all these 
words meant was that the parties expected to agree as to the 
language.
No. 9. Z could not recover from X  on either of the claims 
stated. Assuming that as between Y and X  there was an 
implied obligation on the part of X to remove the safe (as to 
which there is doubt) such an obligation would not inure to 
the benefit of Z, as he had no contractual relationship with X, 
and the contractual obligation to remove (if it existed as between 
Y and X) was not incurred by X for the benefit of Z. So 
far as Z is concerned there appears to have been no negligence, 
on the part of X in leaving the safe in the building.
No. 10. This is not a good defense. The bank breached its 
duty to the depositor when it paid the cheque on the forged 
endorsement. The depositor was under no obligation to the 
bank to collect the note and could have canceled the note if it 
saw fit to make a gift of the amount of the cheque to the payee. 
Negligence of a depositor to be available to the bank as a 
defense in such a case must have been the proximate cause 
of the payment of the cheque.
No. 11. This question presents a point on which there is a 
conflict of authority. Probably plaintiff is entitled to a 
rescission.
Ordinarily a statement of intention as to future action is not a 
misrepresentation of a fact and does not amount to fraud when 
the party making the statement subsequently changes his mind. 
However, some courts hold that a false affirmation of a state of 
mind is fraud.
This appears to be a case for the application of this latter 
principle. The plaintiff apparently made the contract of purchase 
at the time the defendant stated he intended to start a bakery 
over 500 miles away. The fair inference from defendant’s state­
ment was that he did not intend to start a bakery in the city 
of X. But immediately thereafter he started a bakery in that 
city. I t  seems apparent that the intention of the defendant at 
the time of his statement to the plaintiff was to start a bakery
COMMERCIAL LAW—NOVEMBER, 1933 183
in the city of X, that such statement was false and was made 
to induce the plaintiff to buy his stock. As a result plaintiff 
doubtless paid much more than the stock was worth. This was 
a misrepresentation of a material fact.
That a person making such a statement may subsequently 
in good faith change his intention is not an insurmountable 
obstacle to establishing fraud. The plaintiff might have been 
willing to take a chance on the defendant’s changing his intention 
subsequently in good faith but might not have been willing to 
buy had he known defendant’s intention at that time to be to 
establish a competing baking company in the city of X.
No. 12.
(a) The corporation should report as income the difference
between (1) the excess of the face value of the note over 
the amount of income which would be returnable if the 
note were satisfied in full and (2) the amount realized 
upon the disposition of the note. Assuming that the 
property cost $10,000 and was sold for $20,000, of which 
$5,000 was received in cash and $15,000 by way of note, 
the difference between (2) $15,000 which is the amount 
of the debt satisfied and therefore the amount received 
for the note and (1) $7,500 is the amount the corporation 
should report as income in its 1933 return.
(b) If the note were given to the stockholder as part of a
liquidating dividend, the fair market value of the note 
at date of distribution would be considered the amount 
realized by the corporation instead of the amount of 
indebtedness to the stockholder which was satisfied by 
the note as in case (a). If the fair market value of the 
note at date of disposition is greater or less than its 
face value, the income returnable under (b) will be 
different from the income returnable under (a).
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The British Goodenough Company, Ltd. 
Statement of balance-sheet conversion, December 31, 1932
Conversion basis
Current
Assets Pounds
Rate at 
date of 
formation
rate 
Dec. 31, 
1932
 See 
notes Dollars
Property, plant and equipment at c o s t .. £  700,000 Note (1) $3,266,000
Stock on hand at cost.................................. 170,000 Note (2) 527,000
Customers' accounts receivable................ 260,383 3.40 885,302
Cash at bank and in hand.......................... . 85,262 3 .40 289,891
£ 1,215,645 $4,968,193
Liabilities and net worth
Current trade liabilities............................... . £  78,500 3 .40 $ 266,900
Reserve for income tax payable:
Due January 1, 1933................................ 90,000 3.40 306,000
Due January 1, 1934................................. 74,500 3.40 253,300
Indebtedness to affiliated company......... 2,500 Note (3) 9,250
Reserve for depreciation............................... 250,000 4.86 1,215,000
Reserve for bad and doubtful accounts.. 10,000 3.40 34,000
Profit-and-loss appropriation account: 
Balance, January 1, 1932 ... £  12,145 
N et profit for year, 1 9 3 2 ...  298,000
T otal.....................................  £310,145
Less: dividends.......................  200,000
Balance, December 3 1 , 1932......................
Share capital:
Authorized and issued:
600,000 shares of £ 1 each....................
110,145 Note (4) 3 2 ,257
600,000 4.86 2,916,000
£ 1, 215,645 $4,968,193
Note (1)
The property, plant and equipment account should be converted on the follow­
ing basis:
£600,000 at the rate prevailing at the time the company was formed ($4.88) $2 ,916,000  
£ 100,000 at the average rate prevailing at the time of installation ($3.50). 350,000
£700,000 Totals.........................................................................................................  $3,266,000
Note (2)
The stock of goods on hand is to be valued at the lower of cost or market. Therefore, the 
goods shipped by the parent company, which are still on hand at the foreign subsidiary at 
December 31, 1932, should be valued at 10% below cost.
The problem states that “ of the stock on hand $ 160,000 represents goods purchased from 
the Goodenough Corporation, the parent company, at its cost of $540,000 plus freight to
England of $36,000.”
The inventory cost (540/576 of $ 160,000).............................................. ................. $ 150,000
Should be reduced by 10%............................................................................................ 15,000
188 ANSWERS
To obtain the market value o f .....................................................................................
To which should be added:
The freight to England ( £ 160,000 —  £ 150,000)................................................
and the cost of the remaining British stock.........................................................
To obtain the valuation, in pounds, of the inventory of the British company.
The current rate of exchange is used in converting the inventory into dollars. 
(155,000 X $3.40)............................................................................................................
Note (3)
The indebtedness to the parent company is converted at the actual dollar cost of.
Note (4)
The balance in the profit-and-loss (surplus) account is the excess of capital 
stock, liabilities and reserves over the assets as stated in terms of dollars.. .
£ 135,000
10,000
10,000
£ 155,000
$527,000
$ 9,250
$ 3 2 ,257
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No. 5. The annual cost of the one-year policy is, of course,
$1,120.00.
Since insurance premiums are in all cases payable in advance, 
the three-year and five-year premium payments represent the 
present values of annuities due, and the annual cost represents 
the rents. The formula for the annual cost may be expressed as 
follows:
Prepaid premiums ÷
Or, in the case of the three-year policy:
compound discount + 1
 rate  
52,800 ÷
(1 —  .8900) 
.06
$2,800 ÷
.1100
.06
$2,800 ÷  (1.8333 +  1), or
$2,800 ÷  2.8333, or $988.24, the annual cost of the three-year policy. 
Similarly in the case of the five-year policy:
$4,480 ÷
 (1 — .7921) 
.06
, or
$4,480 ÷
.2079
. 0 6  +  1  , or
+  1
+  1 ’ ° r
, or
+  1
$4,480 ÷  (3.465 +  1), or
$4,480 ÷  4.465, or $1,003.36, the annual cost of the five-year policy.
An alternative solution follows:
The cost o f a one-year policy is ..............................................................  $1,120.00
The annual cost of a three-year policy is:
$2,800 divided by 1 plus the present values of 1 at 6% for one
year and two years, (1 +  P 1 +  P 2,) or
$2,800.00 
1 +  .9434 +  .8900
or
$2,800.00 
  2.8334 or, $988.21
The annual cost of a five-year policy is:
$4,480 divided by 1 plus the present value of 1 at 6% for one,
two, three and four years, ( 1 + P  1 +  P 2  +  P 3 +  P 4).
____________ $4,480.00____________
1 +  .9434 +  .8900 +  .8396 +  .7921
  or 
$4,480.00
4.4651
or $1,003.34
No. 6. Statement showing computation, by the retail method, 
of the inventory at December 31, 1932.
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Selling
Inventory, December 3 1 ,  1931.....................
Purchases 1932..................................................
....................... $
Cost
150,000
400,000
price
$ 297,000 
752,000
T otal........................................................... 550,000 $1,049,000
Add: mark-ups.................................................. 15,000
T otal........................................................... $1,064,000
Rate of mark-on:
Total selling price including mark-ups $1,064,000
Deduct: cost............................................ 550,000
Mark-on................................................... $ 514,000
Rate of mark-on.................................... 48.308%
Deduct: mark-downs........................................ 27,500
Balance............................................................... $1,036,500
Deduct: sales...................................................... 725,000
Inventory, December 31, 1932, at selling prices.. . . . . .  $ 311,500
Deduct: 48.308% of $311,500...............................................  150,480
Inventory, December 3 1 , 1932, at cost, by retail method. $ 161,020
N ote.— The problem requires that the inventory be computed, 
using the “ retail ” method, as shown in the foregoing. The 
cost-of-sales figure given in the problem is not necessary to the 
solution.
No. 7. Under the provisions of sections 215 and 216 of the 
national industrial recovery act the corporation is taxable at 
the rate of $1 per $1,000 of the adjusted declared value of its 
capital stock, and at the rate of 5% on net earnings in excess 
of 12½ % of this adjusted declared value. For every $1 paid 
as capital-stock tax, the corporation is exempt on 5% of $125 
(12½ % of $1,000) of income and, consequently, $6.25 of ex­
cess profits tax.
At the time the capital-stock tax return had to be filed
(extended to September 29, 1933), the early repeal of the 
eighteenth amendment to the constitution (and with it the repeal 
of the capital-stock tax and excess-profits tax) was certain. 
Hence, the candidate should suggest that the adjusted declared
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value of the capital stock of the B & D Corporation be set at 
(32,000 ÷ 12½ %) $16,000, upon which the amount of tax for
1933 would be:
Capital-stock ta x ............................................................. $16.00
Excess-profits tax .............................................................................
Tota l........................................................................  $16.00
if the net income for the year was $2,000.
AMERICAN INSTITUTE OF ACCOUNTANTS
Examination of May, 1934
Auditing, May, 1934
No. 1.
(a) The understanding of the value of an asset or the over­
stating of the amount of a liability, or both, with a 
consequent understating of the amount of surplus or 
capital, results in creating a hidden or secret reserve.
(b) The following reasons are frequently advanced in an attempt
to justify the creation of secret reserves:
1. Conservatism.
2. Equalization of profits (reserves created in good years may be used to
improve the showing of poor years and thus maintain uniformity and 
stability).
3. Concealing excess profits tends to avert competition.
4. Excess profits create an undesirable expectation in the minds of the
stockholders that such profits will continue.
5. Provisions against unforeseen contingencies.
(c) The auditor should not approve such reserves, for, obviously,
the financial condition of the business is not reflected in 
a statement containing them. Stockholders are entitled 
to the facts, upon which they themselves may determine 
whether or not their investment is a satisfactory one. 
Further, the creation of a secret reserve, would result 
in false returns for tax purposes if the statements were 
used, without adjustment, in the preparation of such 
returns.
No. 2. The advantages of the suggested form of certificate over 
the ordinary “ short certificate” are:
(1) It is addressed directly to the company, while the short certificate was
not always addressed.
(2) It plainly states the sources from which the information was obtained
and that it is not a detailed audit. These points are not always clearly 
set forth in the short certificate.
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(3) The phrase “ in accordance with accepted principles consistently main­
tained by the company during the year under review ” is probably the 
most important and desirable improvement made in the suggested form. 
If no exceptions are noted, it gives assurance that (1) the company’s 
accounting methods are in keeping with accepted principles and (2  
that no change in policy during the year has distorted the showing of 
operating results and nullified a comparison of opening and closing 
balance-sheets.
(4) A uniform certificate which is generally accepted is more desirable than
the short certificates, no two of which are the same.
No. 3. The better protection may be obtained by preparing the 
statements on plain paper (without letterhead or firm name), 
so that the name of the accountant does not appear in any 
form. However, if the accountant’s name is to appear, a note 
to the effect that the statements have been prepared from the 
books without audit should be placed on the face of the state­
ment; e. g.:
Balance-sheet 
December 3 1 ,  1933
(Prepared from the books of the company, without audit)
The first method is, by far, the better one.
No. 4.
(a) The increases in the inventories and the diminution of the 
gross profits may be attributable to almost any combination of 
the factors listed under (A) and (B) below:
A. The inventory increase may be due to:
(1) An increase in the purchase cost, or
(2) An increase in quantities, due to
(a) Adding new classes of merchandise.
(b) Excessive purchases (beyond actual requirements).
(c) Heavy purchases in expectation of rising prices.
(d) Change in trade practice or policy, resulting in a shift of the
burden of carrying inventory.
(e) Accumulation of obsolete or unsalable items.
(3) Overstatement of value, through fraud or error. This factor is
improbable, as the gross profits have decreased.
B. The diminishing gross profits may be the result of:
(1) Decreasing sales, or
(2) A lower rate of gross profit, due to
(a) Lower selling prices.
(b) Higher purchase prices.
(3) Fraud.
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(b) The real cause of the inventory increase could be determined 
by making analyses of the last three inventories, department for 
department, or, better still, item for item, to see (1) whether 
the unit costs were higher, (2) whether new items had been 
added or (3) whether quantities were greater; if the last were 
the case, further investigation would be required to determine 
the reason.
The operating statements would show whether the decline in 
gross profits was due to lower sales volume or to a smaller margin 
of gross profit. If the latter proved to be the case, analysis of 
sales and purchase records should discover the cause.
The sales records should be checked against the shipping records 
to ascertain whether the goods shipped have been entered as 
sales. The purchase records should be checked against the 
receiving records to learn whether the goods represented by the 
purchase invoices were actually received.
Numerous probable combinations of the foregoing factors under 
A and B present themselves. For example:
(1) The company may be adding new goods, and old merchandise may have
accumulated which can be sold only slowly and at a loss (thus reducing 
the gross profit).
(2) Purchases may be made in advance of the selling season, and the expected
sales may not materialize, with the result that the inventories will 
increase and the gross profit decrease on the sale of the merchandise 
thus accumulated.
(3) Purchase prices may be rising, and it may be impossible to pass on the
higher prices to the consumer.
(4) Competition may be reducing the margin of profit, while the increased
volume requires greater stocks.
No. 5. The auditor’s statements should reflect all of the facts 
that he has discovered which have a bearing on the financial 
condition of the concern. From this point of view the matter 
of purchase commitments should be treated as follows:
Any prospective loss on purchase commitments at the balance-sheet date 
(measured by the difference between the contract price and the market price 
on that date) should be provided for by a reserve set aside from the surplus 
account.
Any substantial loss due to price declines between the balance-sheet date 
and the date of certification might be covered by a footnote appended to the 
balance-sheet, as follows:
If there is a reserve set aside:
“ Based on the current market prices as of March 3, 1934, there is an 
additional potential loss of $50,000 on purchase commitments.”
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If  there is no reserve:
“ Purchase commitments amounting to $400,000 were outstanding on
December 31, 1933; on March 3, 1934, the market value of the materials 
to be received on these commitments was $350,000.”
No. 6. The auditor should maintain control of all the cash, 
cash items and negotiable instruments until he has completed 
his audit of such items. To facilitate the inspection and count 
of such assets as stocks and bonds, mortgages owned, loans 
and discounts, etc., it would be well to prepare schedules from 
the books and records before commencing the audit of those 
assets.
Cash on hand:
All cash should be counted; bundles of bills and rolls of coin should be 
tested. All cash and clearing items, cheques, money orders, etc., should 
be forwarded for clearing under the control of the auditor and should be 
followed up to see that the proceeds have been credited to the account o f  
the X  Bank.
Due from banks:
Confirmations should be requested from all the banks, with statements of the 
X  Bank account from the date of the last statement to January 3rd or 4th, so 
that all transit items may be checked. The statements should then be reconciled 
with the ledger accounts.
Stocks and bonds:
Securities should be counted and inspected and checked against the prepared 
schedule. This schedule should contain a complete description and classi­
fication, including the purchase date, maturity date, interest rate, interest 
dates, par value, cost, market value, dividend rates, dividend dates, etc. 
All stocks and registered bonds should be in the name of the X  Bank; all 
coupon bonds should have the future coupons attached. The accrued 
interest should be computed. Any securities not on hand should be noted 
and verified by confirmation from the custodians.
Mortgages owned:
All mortgages should be inspected and checked against the prepared 
schedule. Those out as collateral or on trust should be confirmed. All accom­
panying documents —  bonds, title guaranty, fire insurance —  should be exam­
ined. Local mortgages might be confirmed by inspection of the county recorder’s 
files. Interest income should be traced through the cash records, and the 
accrued interest should be computed. Past due and defaulted mortgages 
should be reviewed with a bank officer, and a reserve for loss should be set up . 
Loans and discounts:
All notes on hand should be examined for formality and negotiability. 
Signatures and endorsements on larger items should be compared with 
signatures on record. Notes discounted, or out for collection, should be
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confirmed. All collateral indicated by the register should be located, 
examined and valued. Demand loans long outstanding and past-due time 
loans should be examined to determine whether a reserve for loss is required. 
Amounts due from officers and directors should be shown separately.
Accrued interest receivable:
The computation of accrued interest receivable should be verified. No 
interest on obligations in default should be included.
Bank building:
Furniture and fixtures:
The ownership and the basis on which the accounts for buildings, furniture 
and fixtures are carried —  cost, depreciated cost, appraisal, arbitrary —  should 
be ascertained and verified. An analysis of the accounts should be prepared.
Real-estate foreclosed:
All supporting documents relative to real estate acquired under foreclosure 
should be examined and checked against the prepared schedule. In the case of 
• local real estate, title records should be examined. Receipts for the payment 
of taxes should be on hand. The basis of valuation (presumably face of mort­
gage and incidental costs o f foreclosure) should be determined and, if  possible,
the carrying value should be compared with the market value.
Federal deposit insurance:
Payment of federal deposit insurance should be supported by a receipt and 
canceled cheque and confirmed by the Federal Deposit Insurance Corporation. 
Notes payable:
Due to banks:
Notes payable and notes due to banks should be confirmed. The latter 
should be reconciled with the ledger for any items in transit.
Deposits: demand:
Deposits: savings fund:
Trial balances (adding-machine tapes) should be prepared for demand deposits 
and savings-fund deposits. Any public funds or bank deposits included should 
be noted and the particulars should be confirmed. All overdrafts should be 
listed and set out on the audited statement. The regular end-of-the-month 
statements on the cheque accounts should be sent out under the supervision 
of the auditor, and any differences reported by customers during the period 
of the examination should be checked by him.
A complete test of a recent interest distribution to savings accounts should 
be made to guard against the removal o f depositors’ accounts.
Capital stock:
A trial balance o f the stockholders* ledger should be prepared and com­
pared with the stock certificate books. I f  there is an outside registrar and 
transfer agent, a confirmation of the amount of stock outstanding should be 
obtained.
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Surplus:
Undivided profits:
The accounts for surplus and undivided profits should be analyzed, and all 
entries made therein since the last closing should be examined.
No. 7. Unrealized losses due to market fluctuations in the value 
of securities are not deductible for federal income-tax purposes, 
even though ordered by the banking department. The follow­
ing ruling has been issued on this point (I. T. 1221, C. B. June, 
1922, p. 155):
“ The amount of depreciation on bonds which banks are required to write 
off by order of a state bank commissioner is deductible only where the shrink­
age is due to the fact that the debtor corporation will not be able to pay the 
full amount of its obligation at maturity. Such shrinkage is not deductible 
in any other instance.”
Any stocks or bonds which were entirely worthless or any 
bonds in default on which sufficient information was available 
to permit the determination of part worthlessness should be 
written off or written down to estimated value. The resulting 
loss is an allowable deduction.
Also, any stocks or bonds which the bank had acquired for 
resale might be inventoried for tax purposes at the lower of cost 
or market at the close of the year. Banks are accorded the same 
privilege in this respect as are security dealers. (43 F. (2d) 
950, 9 Am. Fed. Tax Rep. 207.)
Unless the exceptions noted in the two preceding paragraphs 
applied, the bank in question would be unable to make any 
deduction on its income-tax return for decline in market values 
of securities owned.
No. 8.
(a) Plant account should be valued at cost less adequate pro­
visions for depreciation. Additions, disposals and the 
adequacy of depreciation provisions should be checked. 
Repairs and maintenance accounts should be examined 
to ascertain that no capital expenditures had been 
charged to expense. Capital assets not in use, held for 
investment purposes, should be segregated from the plant 
account. Assets discarded as worthless should be written 
off.
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(b) Investments of temporary funds should be valued at the
lower of cost or market. Permanent investments should 
be carried at cost, unless a substantial reduction in value 
has occurred. In that case a reserve should be created 
out of surplus. Premium or discount on permanent bond 
investments should be amortized to maturity. Invest­
ments in subsidiary companies should be adjusted to give 
effect to the parent company’s share of the profits, losses 
and dividends of the subsidiary.
(c) Patents should be valued at cost less amortization. Cost
might include development costs, payments to the 
inventor and attorney and registration fees. Patents 
rendered valueless by later patents or those not used 
for any other reason should be written off to surplus. 
Those acquired for stock should be set up at their fair 
market value, if such value can be determined.
(d) Any cash in the fund should be shown as sinking-fund
cash. Securities purchased from sinking-fund cash and 
held in the sinking fund should be carried at cost, and 
the premium or discount should be amortized over the 
life of such securities. If  the company’s own bonds are 
purchased for the sinking fund, and if these bonds are 
to be held alive until maturity, they should be treated 
as bonds of other companies, viz.: carried at cost, with 
the premium or discount amortized. If the company’s 
own bonds are purchased and canceled, the difference 
between par and the purchase price should be written 
off to surplus, with any unamortized discount or premium 
on the issuance of these retired bonds. Accrued interest 
collectible should be computed and shown. The market 
value of bonds carried at cost should be indicated, 
parenthetically, on the face of the balance-sheet.
No. 9. As the examination of the minute books is essential to 
the audit, the auditor should refuse to issue an unqualified 
certificate unless he is allowed access to them.
Attested copies of such resolutions as he may request will not 
suffice; the resolutions of which he has no knowledge may be of 
more importance — particularly so, as he is on notice of the 
dissension between stockholders and directors.
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The auditor should explain to the officers (and possibly the 
directors) that it will be necessary for him to qualify his certificate 
by plainly stating that he was denied access to the minute books
No. 10. Merchandise out on consignment and unsold at the 
balance-sheet date should be valued at the lower of cost (includ­
ing freight to the consignee) or market and should be shown 
as “ merchandise on consignment.” Any advances received 
from the consignee should be shown as a liability.
No. 11. This question was discussed editorially in the July, 
1934, issue of T he J ournal of Accountancy, pages 3 to 5; 
the suggested answer contained in that discussion is directed 
to attention. The following briefer answer is also submitted: 
The client should be advised that the recovery of tax could
not be undertaken on a contingent basis, because:
(1) By virtually placing himself in the position of sharing in the profits, the
auditor makes it impossible for him to maintain the. unbiased attitude 
required of the professional man. Further, the auditor may even try so 
hard to remain unbiased that as a result he will lean backward, at his 
client’s expense.
(2) I f the case comes to trial and the auditor in the course of his testimony is
questioned as to his compensation, the fact that his fee is contingent may 
have a damaging effect.
(3) The code of ethics of the American Institute of Accountants forbids the
acceptance o f engagements on a contingent fee basis.
(4) After ascertaining the grounds for the claim, the auditor should be able to
weigh the chances and amount of recovery against the expenses involved. 
I f  he believes that the claim should be pressed, he should obtain his regular 
fee for his services, since they do not differ essentially from audit work. 
I f  the client desired a balance-sheet audit for credit purposes, he could 
hardly expect the auditor’s fee to be contingent on obtaining the loan 
and on the amount of the loan involved. The situation is essentially the 
same.
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No. 1. As formal working papers are not required by the 
examiners in a solution to this problem, it is possible to save 
a good deal of time by:
(1) Cross-adding, on the problem itself, the amounts of like assets and liabilities.
(2) Dropping out the inter-company accounts such as:
Investment in B Company 
Investment in D  Company 
Receivable from D Company 
Capital stock —  B Company 
Capital stock —  D  Company 
Earned surplus —  all companies 
Payable to B Company
(3) Inserting in the consolidated balance-sheet (a), the totals o f the assets
and liabilities obtained under (1) and the goodwill, capital surplus, 
consolidated surplus and minority interests obtained in (b), (c) and 
schedule (1) following.
(a) Company A and Subsidiaries
Consolidated balance-sheet, December 31, 1933
Assets
Current assets:
Cash in bank...................................................................................  $ 293,822.00
Accounts receivable..........................................  $547,960.00
Less —  Reserve for bad debts........................ 65,000.00  482,960.00
Inventories...........................................................  838,662.00
Total current assets..................................................................
Cash-surrender value of life-insurance policies..........................
Deferred charges..........................................................................
Land, buildings, machinery and equipment...............................
Less —  Reserves for depreciation..............................................
Goodwill................................................................................................
$1,615,444.00  
15,480.00  
23,592.00
$1,579,176.00
605,700.00 973,476.00
17,662.40
$2,645,654.40
Liabilities and Net Worth
Accounts payable...............................................................................  $ 551,310.00
Minority interest................................................................................  212,838.48
N et worth:
Capital stock — 10,000 shares of par value of $100.00 each. $1,000,000.00
Earned surplus................................................................................ 844,369.26
Capital surplus...............................................................................  37,136.66
Total net worth.......................................................................... 1 ,881,505.92
$2,645,654.40
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(c) Company A and Subsidiaries
Analysis of consolidated surplus for the period January 1, 1932, to December 31, 1933
Balance, Company A —  January 1, 1932............................................ $720,808.00
Add:
Profits for the year, 1932 .....................................................................  20,650.00
Balance, Company A — December 31, 1932......................................
Add:
Profits for the year 1933:
Company A .......................................................................................... $113,750.00
Company B (applicable to Company A):
Six months ended June 30, 1933:
75% of $11,690.00...........................................  $ 8 ,767 .50
Six months ended December 31, 1933:
80% of $27,820.00...........................................  22,256.00  31 ,023.50
$741,458.00
Company D  (applicable to Company A):
Six months ended June 3 0 ,  1933:
75% of 80% of $3,276.00..............................  $ 1,965.60
Six months ended December 31, 1933:
80% of 80% of $9,644.00..............................  6 ,172.16  8 ,137.76  152,911.26
Profit on sale of stock of Company E ..............................................  50,000.00
T o ta l...................................................................................................... $944,369.26
Deduct —  Dividends paid........................................................................  100,000.00
Balance, December 31, 1933....................................................................  $844,369.26
Schedule I
Statement showing computation of minority interest
Minority interest
B Company:
Capital stock...........................................................................
Surplus, per balance-sheet..................................................
Share of profits of D Company for the period June 30,
1932, to  December 31, 1933...........................................
Total.....................................................................................
D  Company:
Capital stock...........................................................................
Surplus, per balance-sheet..................................................
Total.....................................................................................
Total —  both companies.........................................................
N et worth Per cent Amount
$500,000.00
307,654.00
20%
20%
$100,000.00
61,530.80
12,718.40 20% 2,543.68
$820,372.40 $164,074.48
$100,000.00
143,820.00
20%
20%
$ 20,000.00  
28,764.00
$243,820.00 $ 48,764.00
$1,064,192.40 $212,838.48
N ote— The minority stockholders in B Company have a 20% interest in the 
profits of D  Company which accrued during the period of stockholding.
(d) Any necessary comments required for correct interpretation of the accounts 
as presented.
The information given in the last two paragraphs of the problem, relating to 
the net-worth valuations of E Company at different dates and the inter-company
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profits in inventories is not essential to the solution of the problem. The invest­
ment in the stock of E Company cost $50,000, and the stock was sold prior to the 
balance-sheet date for $100,000, resulting in a profit on the sale of securities of 
$50,000. This profit was correctly recorded as a surplus credit in the accounts 
of A Company. The changes in the net worth of E Company and the inter­
company profits in inventories were not recorded in the accounts of A Company 
during the period during which A Company owned and controlled E Company. 
Hence, no adjustments are necessary.
The following alternative method is more extended than is required for the 
examination but is presented here for explanatory purposes. In this solution 
the investment accounts are adjusted to reflect the net changes in the surplus 
accounts of the subsidiary companies resulting from the profits earned and 
dividends paid during the period o f stock ownership, and eliminations are then 
made at present book values.
Adjustment (1)
Investment in stock of D Company..............................  $12,718.40
Surplus —  B Company.................................................  $12,718.40
To record the proportionate net increase in 
B Company’s investment in D  Company since 
acquisition, as follows:
Profits for six months ended:
Total 80%
December 3 1 , 1932 $ 2 ,978 .00  $ 2 ,382 .40
June, 3 0 ,  1933 3 ,276 .00  2 ,620 .80
December 31,1933 9 ,644.00 7,715.20
T otal................... $15,898.00 $12,718.40
Adjustment (2)
Investment in stock of B Company............................... $19,161.26
Surplus —  A Company.................................................. $19,161.26
To record the proportionate net increase in A 
Company’s investment in B Company since acquisi­
tion, as follows:
During the period from January 1, 1933, to June 30,
1933:
Profits of B Company....................................................  $11,690.00
Profits of D  Company (applicable to B Company). 2 ,620.80
Increase.........................................................................  $14,310.80
75% interest............................................................  $10,733.10
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During the period from June 3 0 , 1933, to December 31,
1933:
Profits of B Company.................................................... $27,820.00
Profits of D  Company (applicable to B Company). 7 ,715.20
T ota l..............................................................................  $35,535.20
Dividends paid................................................................  25,000.00
N et increase.................................................................  $10,535.20
80% interest................................................................  $ 8,428.16
Tota l............................................................................ $19,161.26
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No. 2. As will be seen from schedules I, II and III the 
depreciable values of the fixed assets at December 31, 1931
were:
Cost basis............................................................................... $802,200
Appraisal basis...................................................................  630,700
Difference..........................................................................  $171,500
The difference represents the amount charged to earned surplus 
and credited to the reserve for revaluation of fixed assets. Hence, 
no adjustments were made in the fixed-asset or the reserve-for- 
depreciation accounts when the assets were revalued.
The entries to record the depreciation for the years 1932 and
1933 follow:
December 31, 1932:
Depreciation...............................................................................  $ 49,500
Reserve for revaluation of fixed assets.................................. 22,152
Reserve for depreciation....................................................... $ 7 1 ,6 5 2
To record depreciation for the year ended December
3 1 , 1932.
December 31, 1933:
Depreciation...............................................................................  47,000
Reserve for revaluation of fixed assets.................................. 21,485
Reserve for depreciation......................................................  68,485
To record the depreciation for the year ended Decem­
ber 3 1 , 1933.
The entries to clear the accounts of items 1 and 7 which were totally destroyed
by fire on December 31, 1932 and 1933, follow:
December 3 1 ,  1932:
Reserve for depreciation........................................................... 55,167
Surplus (fire loss).......................................................................  44,833
Fixed asset (item 1 )............................................................... 100,000
To write off the undepreciated value of item 1
destroyed by fire on December 3 1 ,  1932.
Reserve for revaluation of fixed assets.................................. 7,333
Surplus (fire loss)...................................................................  7,333
To transfer balance of item 1 from the reserve account.
December 3 1 , 1933:
Reserve for depreciation........................................................... 168,870
Surplus (fire loss).......................................................................  231,130
Fixed asset (item 7 ) ..............................................................  400,000
To write off the undepreciated value of item 7
destroyed by fire on December 3 1 ,  1933.
Reserve for revaluation of fixed assets.................................. 17,530
Surplus (fire loss)...................................................................  17,530
To transfer balance of item 7 from the reserve account.
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Schedule I V
T he Pacific Company
Statement of reserve for revaluation of fixed assets for the two years ended 
December 3 1 ,  1933
December 31, 1931— Credit arising from the revaluation
of fixed assets, per appraisal........... $171,500
December 31, 1932 —  Depreciation............................................ $ 22,152
Fire loss —  item 1 .................................. 7,333
December 31, 1933 —  Depreciation............................................ 21,485
Fire loss —  item 7 .................................. 17,530
Balance.....................................................  103,000
$171,500 $171,500
No. 3.
(1) The first step will be the computation of the unit direct 
costs of John Doe & Co. and A B C  Co., as follows:
John Doe 
A B C Co. & Co.
Sales price..........................................................................................  $ 3 ,000 $ 1,500
Gross profit........................................................................................  500 200
C ost............................................................................................. $ 2,500 $ 1,300
Overhead, in relation to direct cost, is stated respec­
tively at 25% and 30%; in relation to total cost, 
therefore, overhead would be respectively:
A B C Co......................................................... 25/125 500
John Doe & Co...............................................30/130 300
Direct costs would b e .............................................................  $ 2 ,000 $ 1,000
Since “ both (companies) were equipped to make and sell 
without additional overhead 25% more machines than had been 
sold,” and since the X  Y Co. sales (460 machines) represented 
only 17% of the A B C  sales, loss of profit to the A B C  Co. and 
Doe Co. may be taken as the difference between sales price and 
direct cost:
John Doe 
A B C  Co. & Co.
Sales price..........................................................................................  $ 3 ,000 $ 1,500
Direct cost.......................................................................................... 2 ,000 1,000
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Loss of profit.....................................................................................
Unit sales of X  Y  Co......................................................................
$ 1,000 $ 500
460 460
Total loss of profit................................................................... $460,000 $230,000
The amount of the damages due to the infringement was, 
therefore, $460,000 plus $230,000, or 5690,000.
The loss of profit to the A B C  Co. is based on its own sales 
prices and costs, rather than on those of the X  Y Co. (sales price 
52,500, direct cost about 51,500), since if the A B C  Co. had 
made the sales made by the X Y Co., it would presumably have 
obtained its regular sales prices and incurred its same direct 
costs. The differences in prices and costs appear to indicate a 
difference in product, but it must necessarily be assumed that 
A B C  Co. would have sold an additional 460 of its own machines.
No loss was suffered by A B C Co. through Z Co.’s production 
of the parts remaining in the X  Y Co. inventory.
(2) The “ net ” loss of the X  Y Co. and Z Co. is determined
as follows:
Damages paid.................................................................................... $690,000
Cost of inventory now unusable (90% of $25,300)................  22,770
T otal............................................................................................  $712,770
Less net profit on sale o f 460 machines:
X Y C o .............. ............................................., ...........................  $230,000
Z  Co. (10% of $693,000)............................................................ 69,300 299,300
N et loss......................................................................................  $413,470
No. 4.
(1) The first two paragraphs of the problem appear to state 
that Company B obtains all of its raw material from Company 
A, and that Company C obtains all of its raw material from 
Companies A and B. Farther down, under the caption “ Pur­
chases from Company A” , we find data for Company B, but 
none for C; still farther, we find that C’s closing inventory 
contains A and B materials.
These conditions can only be reconciled by applying the sentence 
“ No other information can be procured ” to the situation and 
inferring that the amounts of C’s intercompany purchases are 
unknown.
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On this basis, the intercompany profits in the 1931 closing 
inventories are determined as follows:
Materials bought from A:
In B ’s inventory...........................................................................  $110,000
In C’s inventory...........................................................................  22,000
T otal............................................................................................  $132,000
A’s gross profit thereon—  1931 rate of 9% .....................  $11,880
Material bought from B:
In C’s inventory...........................................................................  $120,000
B’s gross profit thereon —  1931 rate of 20% ...................  24,000
A’s gross profit thereon:
B’s 1931 sales were.................................... $1,100,000
B’s 1931 materials cost was:
Opening inventory...........  $113,000
Purchases............................ 367,000
T otal................................
Closing inventory.............
$480,000
110,000 $370,000
B’s materials cost was 37/110, or 33.636% of sales.
Then A’s profit amounts to 9% of 33.636%, or 3.027% of B’s 
sales—3.027% of $120,000 is ............................................................  3,633
Total intercompany profit in inventory.......................................................... $39,513
In the foregoing computation it was necessarily assumed that 
the Company A materials in the closing inventories of B and C 
had been acquired during the period of affiliation (since June 30th 
in the case of B, and since September 30th in the case of C). 
No data are given regarding C’s purchases; however, with respect 
to B, the following analysis appears to support the assumption:
B’s purchases from A:
Year 1931............................................................................................................ $367,000
Since acquisition, June 30 (one-half above)............................................... 183,500
A materials in B’s closing inventory................................................................  110,000
On the first-in, first-out theory all of this $110,000 was acquired 
during the period of consolidation.
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Note the method of arriving at A’s unrealized profit (53,633) 
on C’s inventory purchased from B. The unwary candidate may 
have made this computation as follows:
B materials in C’s inventory...........................................  $120,000
Less B’s gross profit therein —  20% .............................. 24,000
Cost to B ........................................................................... $ 96,000
A’s gross profit therein —  9% ..................................... $ 8,640
But B’s cost does not consist of A materials, as can be deter­
mined from the figures given with respect to B’s sales, purchases 
and inventories and gross profits; and A’s profit on B’s sales is 
limited to 9 per cent. of B’s materials cost.
In the determination of the consolidated profit for 1931, no 
consideration need be given to intercompany profits at any other 
date or for any period: at previous inventory dates there was 
no consolidation, and intercompany profits on sales during a 
period need not be considered except to the extent that they are 
unrealized, i. e., remain in inventory.
Company A and subsidiaries, B and C 
Consolidated profit, year 1931
A  B  C Total
Gross profits for the year....................  $394,200 $220,000 $46,000 $660,200
Earned prior to affiliation:
B — 50% ............................................. 110,000 110,000
C — 75% . . . .......................................  34,500 34,500
Profit during consolidated period.. .  $394,200 $110,000 $11,500 $515,700
Less: intercompany profit in inven­
tories.....................................................  39,513
Consolidated net profit........................ $476,187
(2) The requirements of part (2) are somewhat ambiguous: 
ordinarily consolidated capital surplus refers to an excess of book 
value over cost (of subsidiary stock) at date of acquisition, and 
no such computation is possible from the data given in this problem.
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The examiners apparently have in mind the subsidiary surpluses 
at dates of acquisition, which, from the facts stated, are:
Profits:
Company
B
Company
C Total
1930......................................................................... . $228,300 not given $228,300
1931:
To June 30 — one-half of $220,000............. . 110,000 110,000
To Sept. 30 —  three-fourths of $46,000.. • $34,500 34,500
Totals................................................................ $338,300 $34,500 $372,800
No. 5. In the following equations, 
J  represents Jones’ commission 
S represents Smith’s commission 
T  represents federal income tax.
From the statement of the problem,
(1)
(2)
(3)
(4) From (1)
(5) Transposing
(6) From (3)
(7) Subtracting (6)
(8) Transposing
(9) Inserting value
J —  15% of net profit transferred to surplus, or 
J =  15% ($30,000 — J —  S — T)
S =  15% net profit +  federal taxes +  state taxes +
mortgage interest —  $20,000 additional depre­
ciation —  (by inference) J
=  15% ($30,000 +  $1,000 +  $2,000 +  $20,000—  
$20,000 — J)
=  15% ($33,000 — J)
=  $4,950 — .15J
T  =  14½ % ($30,000 —  J —  S)
6⅔ J =  $30,000 —  T  —  S —  J
T  =  $30,000 — S — 7 — ⅔ J 
T  =  $4,350 —  .145S —  .145J
from (5)
0  =  $25,650 —  855S —  7.5217J  
.855S =  $25,650 —  7.5217J
for S from (2)
(10) From (2)
(11) From (3)
.855 ($4,950 —  .15J) =  $25,650 —  7.52167J 
$4,232.25 —  .12825J =  $25,650 — 7.52167J 
7.39342J =  $21,417.75 
J =  $2,896.87 
S =  $4,950 — $434.53 
S =  $4,515.47
T  =  14½ % ($30,000 —  $4,515.47 —  $2,896.87) 
T  =  14½ % ($22,587.66)
T  =  $3,275.21
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Proof
N et profit before commissions and income tax ...................  $30,000.00
Less:
T ax................................................................  $ 3,275.21
Jones’ commission.....................................  2 ,896.87
Smith’s commission..................................  4 ,515.47 10,687.55
N et profit to surplus.........................................  $19,312.45
Jones' commission, 15% ........................................................... $ 2,896.87, as above
N et profit before commissions and income tax.................... $30,000.00
Add:
Interest......................................................... $20,000.00
State taxes...................................................  2 ,000 .00
Capital-stock tax .......................................  1 ,000.00 23,000.00
Tota l................................................................................. $53,000.00
L ess:
Depreciation...............................................  $20,000.00
Jones' commission.....................................  2 ,896.87 22,896.87
Basis for Smith’s commission...................................................  $30,103.13
Smith’s commission —  15%...................................................... $ 4 ,515.47, as above
Profit-and-loss account
N et profit before commissions and federal income ta x ... .  $30,000.00  
Commissions:
Jones.................................................................. $2,896.87
Sm ith................................................................. 4 ,515.47 7,412.34
N et profit before federal income tax......................................  $22,587.66
Federal income tax......................................................................  3,275.21
N et profit to surplus...................................................................  $19,312.45
Commercial Law, May, 1934
No. 1. Judgment should be rendered for Bostwick. The parties 
intended that the contract should protect Young. There is 
nothing in it which would show an intention to confer a benefit 
on a third party beneficiary. The fact that the carrying out 
of the contract required engaging a patent attorney is not 
determining, because none of the provisions of this contract 
was intended to benefit Williams. To allow a party to recover 
on a contract to which he is not a party, it is necessary that 
the contract shall not merely operate for his benefit, but that 
it shall have been intended for his benefit.
No. 2. The savings bank can recover the amount of the cheque 
from the national bank, the drawee. Where the payee’s endorse­
ment upon a cheque is forged and the drawee bank pays the 
cheque, the general rule is that the loss falls upon the drawee 
bank. If  the drawer has been negligent so that the drawee 
is imposed upon, then the drawer must bear the loss. How­
ever, even if it is assumed that the drawer was negligent, such 
negligence is immaterial where, as here, the drawee pays the 
cheque without sufficient identification of the payee and upon 
a forged endorsement of the payee’s signature.
No. 3.
(a) This statement is correct in most jurisdictions. The prin­
ciple of law is that taking away the preemptive right 
would lessen the stockholder’s proportionate voice in 
the control of the corporation and his proportionate 
share in the surplus of the corporation without his consent.
(b) This statement is incorrect in most jurisdictions because
the stockholder takes his stock with knowledge that 
there is other stock unissued.
(c) This statement is incorrect. The stockholder’s propor­
tionate share is not affected by such a transaction.
(d) This statement is correct, although the law is not clear-cut
on this subject. I t  is stated that such stock may cease 
to be true treasury stock within the rule permitting 
reissue without affording stockholders a right to partici­
pate ratably. The same theory of law is responsible
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for this statement, i. e., a supposedly permanent pro­
portionate voting status is disadvantageously affected. 
I t  would seem to be a factual question as to whether 
the stock is or is not treasury stock at time of sale.
No. 4.
(a) If  defendant hypothecated the securities wilfully and
maliciously, a discharge in bankruptcy would not bar 
the action.
(b) If defendant hypothecated the securities innocently under
mistaken belief of ownership, a discharge in bankruptcy 
would be a valid defense. The act must be wilful to 
prevent the bankrupt broker from setting up his discharge 
in bar in a conversion action.
No. 5. Stern is not liable on his guaranty. The new agree­
ment gave Colt additional time to pay and any such change 
in an obligation or duty of principal without guarantor’s consent 
discharges guarantor of obligation.
No. 6. Jordan’s acceptance of this cheque amounted to an 
accord and satisfaction. He could not use the cheque and 
then seek to disregard the condition on which it was tendered. 
He accepted the cheque on the express condition that it was 
in satisfaction of a bona-fide controversy then existing between 
the parties.
No. 7. This contract was not binding on the corporation. If 
authorized by the corporation it would be sustained, but the 
president of a corporation as such has no authority to make 
a contract with anyone for a lifetime employment even under 
the general power stated. The power to make such an unusual 
contract can not be implied and since it can not be found to 
be given expressly the contract was beyond the president’s 
power and is therefore not binding on the corporation.
No. 8. Brown can not be held as an endorser. To hold an 
endorser liable upon a promissory note, notice of the failure 
of the maker to pay the note must be given the endorser. The 
notice must be to the effect that the endorser is looked to 
personally for payment. Even if Brown, in his capacity as 
president of the corporation which made the note, knew that
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it would not be or had not been paid, such knowledge does 
not dispense with the necessity of giving notice of nonpayment 
to him personally as endorser. Nor does the financial condition 
of the corporation maker, resulting in an assignment for the 
benefit of creditors which was executed by Brown as president, 
dispense with the requirement that he be given notice of 
nonpayment.
No. 9.
(a) The subject of equity jurisprudence is one of great variety
and extent. Probably the most striking and distinctive 
feature of courts of equity is that they can adapt their 
decrees to all varieties of circumstances which may arise 
and so adjust them to all the peculiar rights, mutual 
and adverse, of all the parties in interest, whereas in 
courts of law a general and unqualified judgment only 
may be given, which must be for the plaintiff or for the 
defendant without any adaptation of it to particular 
circumstances.
(b) The most common remedy obtainable only in equity is
injunction.
No. 10.
(a) Last will and testament — A disposition of real and per­
sonal property belonging to the maker to take effect 
after his death.
(b) Legacy — A bequest of personal property made by a last
will and testament.
(c) Testamentary trustee — A person in whom some estate,
interest or power in or affecting property is vested for 
the benefit of another by effect of appointment in a 
last will and testament.
(d) Principal of trust — I do not know what this means unless
principal as distinguished from income.
(e) Life tenant — A person who holds an estate for the duration
of his life. Sometimes the definition includes one who 
holds for the life of some other person.
(f) Remainderman — A person who is entitled to the remainder
of an estate after a particular estate taken out of it has 
come to an end.
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No. 11.
(a) A condition precedent is a fact (other than mere lapse of
time) which, unless excused must exist or occur before 
a duty of immediate performance of a promise arises. 
A condition subsequent is a fact which unless made 
inoperative will extinguish a duty to make compensation 
for breach of contract after the breach has occurred. 
The former must exist or occur before any rights arise 
under the contract; the latter operates to extinguish 
those rights that have arisen under the contract.
(b) A representation is a statement proffered as a basis for a
contract, but instead of being a part of the contract 
it is collateral to it. A warranty is a statement upon 
the literal truth of which the enforceability of the con­
tract depends. A representation precedes and is not 
part of the contract and need be only materially true, 
while a warranty is part of the contract and must be 
strictly fulfilled or the contract is unenforceable. A 
warranty must be strictly true; a representation need 
only be substantially true.
No. 12. Edward Brown can not deduct these payments on his 
income-tax returns. The only theory on which the deduction 
can be allowed is that these payments were ordinary and 
necessary expenses paid or incurred during the taxable year in 
carrying on a trade or business. Although it be assumed that 
the payment is "  necessary ” , it can not be said that the pay­
ments were “ ordinary.” These payments were made to 
reestablish a good financial reputation and are not ordinary 
expenditures; on the contrary, they are more like capital 
expenditures.
Accounting Theory and Practice, Part II, May, 1934 
No. 1.
(1) Balance-sheet of the Glendale Company prepared for 
ready consolidation:
Glendale Company 
Balance-sheet — December 31, 1933
Assets
Current assets..........................
Fixed assets, less depreciation
As
submitted  
$ 692,100
3,098,500
Adjustments
$800,000a
Adjusted
$ 692,100
2,293,500
$3,790,600 $2,990,600
Liabilities and net worth
Current liabilities................. $ 159,600 $ 159,600
Debentures outstanding. . . 650,000 650,000
Due to Mammoth Company 7,519,000 7,519,000
Capital stock:
Common............................. 1,000,000 1,000,000
Preferred............................ 800,000 800,000
Deficit from operations.. . . 6 ,338,000 $800,000a 7 ,138,000
$3,790,600 $800,000 $800,000 $2,990,600
Required provision —  $100,000 a year, $1,400,000
Provided during period 600,000
Adjustment................ $ 800,000
a Adjustment of depreciation since January 1, 1920:
This is the only adjustment that can be made with absolute 
certainty. As the problem requires a balance-sheet “ prepared 
for ready consolidation,” and as consolidation involves the elimi­
nation of intercompany items, the candidate should be on the 
alert for any hidden intercompany items. One that suggests 
itself here is accrued debenture interest.
Since the debentures are due January 1, 1950, interest may 
be payable July 1st and January 1st. In that case there is
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$19,500 (3%  of $650,000) of interest accrued on December 31,
1933. The 6 per cent. rate is determined as follows:
In 1933, $700,000 o f bonds were outstanding from January 1st to July 1st 
(apparent redemption date), and $650,000 were outstanding from July 1st to 
December 31st; on the average, $675,000 were outstanding. The interest 
rate is therefore $40,500 ÷ $675,000, or 6 per cent.
To facilitate the elimination of intercompany interest payable 
and receivable, the accrued interest should be taken out of current 
liabilities and set up as a separate item.
The above hypothesis is not sufficiently valid to support an 
adjustment to the balance-sheet; a note as to the possibility of 
intercompany accrued interest should be adequate.
(2) This part of the problem is undoubtedly subject to various 
interpretations, each resulting in a different solution. Two 
solutions are presented:
A. On the assumption that the Mammoth Company is willing to bear all o f  
the loss of the Glendale Company and that outside debentures and 
minority stock-holdings should be stated at par in the balance-sheet.
This contention is based on the Mammoth Company’s own valuation 
of its investment, as stated in (4) of the problem and verified below by 
analysis of the $1,826,000 carrying value as of December 31, 1932.
B. On the assumption that the minority preferred and common-stock interests 
should be considered as having been wiped out by the large deficit and 
that the Mammoth Company (knowingly or unknowingly) has computed 
the book value of its interest incorrectly in the past.
The outside debentures must still be shown at par: (1) the company is 
continuing to redeem them at par, and (2) the alternative would be the 
application of the assets proportionately against all of the liabilities: 
current, debentures and intercompany items; the resulting proportion would 
vary from day to day and would be meaningless, except in a statement 
for liquidation purposes.
A. Adjustment on books o f Mammoth Company:
(1) Common stock —  Glendale Com pany.. . .  $ 15,000
Preferred stock —  Glendale Com pany.. . .  602,190
Debentures —  Glendale Company.............  76,000
Glendale Company.........................................  1,025,000
Investment in and advances to Glen­
dale Company...................................... $1,718,190
To break down latter account.
(2) Common stock —  Glendale Com pany.. . .  980,000
Glendale Company.........................................  4 ,125,000
Reserve for Glendale investment...........  5 ,105,000
To adjust investment accounts to 
cost and to create reserve to reduce 
investment to book value (as of Decem­
ber 31, 1932).
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(3) Glendale Company.......................................... 1,965,000
Reserve for Glendale investment............ 1,965,000
To set up interest credited by sub­
sidiary to December 31, 1932 (credit is 
made to reserve because investment is 
already carried at book value).
(4) Glendale Company.........................................  404,000
Surplus (interest earned)..........................  404,000
To record interest for 1933.
(5) Reserve for Glendale investment................ 34,460
Surplus (profit of subsidiary)...................  31,000
Surplus —  discount on Glendale securi­
ties purchased......................................  3,460
To adjust the reserve for the increase 
in the equity of the Mammoth Com­
pany during 1933, as follows:
N et profit of Glendale Company for 1933:
Per books (loss * ) ........................................ $469,000*
Adjustment of depreciation......................  500,000
As adjusted...................................................  $ 31,000
Since Mammoth is absorbing all of 
the Glendale deficit, all of the 
latter company’s profits to the 
total accumulated deficit accrues
to Mammoth.......................................
Discount on Glendale securities acquired
during the year:
Deben­
tures
Par.............................................. $23,000
Cost............................................ 20,000
Preferred
stock
$ 2,650
2,190
31,000
Discount..............................  $ 3 ,000 $ 460 3 ,460
T ota l.............................................. $ 34,460
If  the Mammoth Company carries its investment in this manner, 
any discount or premium on Glendale securities is recorded in 
surplus in the year of acquisition, and the investment is carried 
at book value all of the time. Accordingly, no adjustment of 
surplus is required during 1933 for any difference between cost 
and par of the $5,000 of Glendale debentures owned by Mammoth 
which were retired during the year. Strict accuracy, if the
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investment accounts were to be stated at cost, would require 
that the $5 000 par of debentures be credited at cost, with a 
debit or credit to the reserve for any premium or discount. Since 
the cost is unknown, and no surplus adjustment would result, 
no entry is made.
In reference to the use of the reserve, it should be recognized 
that we are simply following the principle of recording losses and 
profits of the subsidiary in the investment account; however, 
since there are numerous investment accounts in this case, and 
since taking up the subsidiary’s deficit would wipe out the stock 
accounts completely, the reserve method has been adopted.
Below is a statement of the investment accounts on the books 
of the Mammoth Company at December 31, 1933.
The carrying value of the investment is now $2,156,650:
Common stock.......................................................  $ 995,000
Preferred stock....................................................... 602,190
Debentures.............................................................. 76,000
Current account..................................................... 7,519,000
Tota l....................................................................  $9,192,190
Reserve for investment........................................  7,035,540
N e t.......................................................................  $2,156,650
This value and the $1,826,100 value on the books as of Decem­
ber 31, 1932, may be verified by the computation which follows.
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December 31
1933 1932
Total assets— per Glendale books $3,790,600 $3,935,000
Depreciation not provided......... 800,000 1,300,000
Total assets —  as adjusted......... $2,990,600 $2,635,000
Outside liabilities and minority
stockholdings:
Current liabilities...................... $159,600 $ 64,000
Debentures—  par.................... 572,000  640,000
Preferred stock —  par............. 97,350 100,000
Common stock —  par............. 5,000 833,950 5,000 809,000
Mammoth Company equity on
company’s basis........................ $2,156,650 $1,826,000
The increase of $330,650 ($2,156,650 — $1,826,000) in the 
Mammoth Company’s equity during 1933 may be accounted for
as follows:
N et profit of Glendale Company, as adjusted.........................  $ 31,000
Interest credited to Mammoth current account...................... $404,000
Less: cash withdrawn by Mammoth....................................... 125,000 279,000
N et increase during year in Mammoth holdings of Glendale 
securities, at par:
Debentures....................................................................................  $ 18,000
Preferred stock.............................................................................  2 ,650 20,650
T otal....................................................................................................  $330,650
B. Adjustments (1) to (4) will be the same as in A; the adjust­
ment of the reserve will be made as follows:
(5) Reserve for Glendale investment..................................... $105,000
Surplus, December 31, 1932.........................................  * $105,000
To adjust carrying value of investment at Decem­
ber 31, 1932:
Equity, December 3 1 , 1932 (below) $1,931,000  
Carried on books a t ........................... 1,826,000
Adjustment $ 105,000
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(6) Reserve for Glendale investment.......................... .. $ 31,810
Surplus (profit of subsidiary).......................................  $ 31,000
Surplus —  net gain on acquisition of Glendale
securities......................................................................... 810
To adjust reserve, as follows:
Profit of Glendale Company.................  $31,000
Discount on debentures purchased. . . .  3,000
Cost of preferred stock purchased. . . .  2 ,190
Total........................................................  $31,810
As the minority stock is now given no value, 
the payment for preferred stock during the year 
represents a total loss.
The accounts will also appear as in A, except for the reserve,
which will be as follows:
Balance, set up as of December 31, 1932.............................. $5,105,000
Credit at time of setting up back interest............................  1,965,000
T otal.......................................................................................  $7,070,000
Debits:
Adjustment as of December 31, 1932................................  $105,000
Profit of subsidiary.................................................................  31,000
N et gain on acquisition of Glendale securities................  810 136,810
Adjusted balance, December 31, 1933...................................  $6,933,190
The carrying value of the investment is now $2,259,000:
Common stock........................................................ $ 995,000
Preferred stock................................................................. 602,190
Debentures.......................................................................  76,000
Current account..............................................................    7,519,000
T otal................................................   $9,192,190
Less: reserve.....................................................................  6 ,933,190
N e t.............................................................................  $2,259,000
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This carrying value and the adjusted carrying value at Decem­
ber 31, 1932, on this basis, are verified below:
December 31
1933 1932
Total assets—per Glendale books $3,790,600 $3,935,000
Depreciation not provided......... 800,000 1,300,000
Total assets, as adjusted... . $2,990,600 $2,635,000
Outside liabilities:
Current liabilities...................... $159,600 $ 64,000
Debentures................................. 572,000 731,600 640,000 704,000
Mammoth Company equity .. . . $2,259,000 $1,931,000
Note that it is incorrect to assess any portion of the deficit in 
excess of the par of the stock against the minority stock in this 
instance, as the Mammoth Company is the principal creditor 
and is subordinating its claims, so that it, as creditor, will bear 
the deficit remaining after the stock is wiped out.
The increase of $328,000 ($2,259,000 — $1,931,000) in carrying 
value during the year under this method is accounted for as
follows:
N et profit of Glendale Company.................................................  $ 31,000
Interest credited to Mammoth current account...................... $404,000
Less: cash withdrawn by Mammoth during 1933...............  125,000 279,000
Increase in Mammoth holding of Glendale debentures during 
year (at par).................................................................................. 18,000
T otal...........................................................................................  $328,000
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(1) Conversion of the nominal accounts at the average rate of 
exchange does not mean that the profit will be converted 
at the average rate, since inventories are converted at 
the current rates at the beginning and the end of the 
year. How important this factor may be is brought out
by the present case:
N et profit from operations:
Per books........................................................................... $25,000
Converted at average rate —  .95................................ $23,750
Balancing figure —  as above.......................................  9 ,000
Indicated exchange loss.....................................................  $14,750
If the inventory in Canadian currency was the 
same at the beginning and at the end of the year, 
$80,000, the fall in exchange during the year 
accounted for $8,000 of the above $14,750:
Inventory, January 1, $80,000 at $1.00...............  $80,000
Inventory, December 31, $80,000 at .90 .............. 72,000
Reduction in profit as converted........................ $ 8,000
(2) Intercompany sales and purchases should be converted at 
actual rather than average rates.
Universal Machinery Company and its subsidiary 
Universal Machinery Company of Canada, Ltd.
Consolidated income account —  year ended December 3 1 ,  1932 
N et profit before depreciation, after losses due to exchange fluctuations. $56,000 
Depreciation.............................................................................................................. 25,000
N et operating profit................................................................................................  $31,000
Provision for federal income taxes......................................................................  10,000
N et income................................................................................................................ $21,000
Universal Machinery Company and its subsidiary
Universal Machinery Company of Canada, Ltd.
Consolidated balance-sheet —  December 3 1 ,  1932
Assets
Current assets:
Cash............................................................................................
Accounts receivable................................................................
Inventories................................................................................
$195,000
294,000
332,000 $ 821,000
Deferred charges.......................................................................... 29,500
236 A N S W E R S
Fixed assets:
Land............................................................................................ $185,000
Buildings and equipment................................. $528,500
Less: reserve for depreciation.....................  140,000 388,500 573,500
$1,424,000
Accounts payable.................................................
N et worth:
Capital stock —  no par 
value:
Issued.................................  10,000 shares
Treasury............................  500 shares
Outstanding......................  9,500 shares
Surplus:
Balance, January 1 ,  1932..........................
Net income for the year ended December
31, 1932.................................................
Total...........................................................
Less:
Dividends paid.........................................
Cost of 500 shares of treasury stock. .
Liabilities and capital
$ 230,000
$1,000,000
$1,000,000
$ 240,000
21,000
$ 281,000
$57,000
10,000 67,000 194,000 1,194,000
$1,424,000
N ote.— There are several ways in which to show the 500 
shares of no-par-value treasury stock which was purchased at a 
cost of $10,000. The statutes of the state will govern.
No. 3.
Income:
Income from business —  schedule A ..............................  $1,320.00
Interest on tax-free-covenant bonds..............................  250.00
Interest on foreign government bonds..........................  212.50
Profit on sale of capital assets (schedule B ) ................  3 ,000 .00
Dividends of domestic corporations..............................  600.00
Dividends of foreign corporations.................................. 300.00 $5,682.50
Deductions:
Taxes paid:
Personal property.......................................
Real estate...................................................
Automobile licences...................................
Tax on club dues.......................................
Tax on dividends.......................................
$ 50.00
210.00
20.00
20.00
  30.00 $ 330.00
Contributions...................................................................... 85.00 415.00
N et income............................................................................... $5 ,267.50
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Credits:
Dividends (subject to surtax only)................................
Personal exemption.............................................................
Credit for dependents........................................................
N et income subject to normal tax......................................
$600.00
2,500 .00
800.00 3 ,900 .00
$1,367.50
Tax:
4% of $1,367.50............. ................................ $54.70
Less: income tax paid at source (2% of
$250.00)........................................................    5 .00
Tax payable.......................................  $49.70
Regarding contributions, section 23 of the act of 1932 says in 
part: “ in computing net income there shall be allowed as 
deductions: . . .
“ (n) . . . In the case of an individual, contributions or gifts 
made within the taxable year to or for the use of: . . .
“ (2) a corporation, or trust, or community chest, fund, or 
foundation, organized and operated exclusively for religious, 
charitable, scientific, literary or educational purposes, or for the 
prevention of cruelty to children or animals, no part of the net 
earnings of which inures to the benefit of any private shareholder 
or individual.”
Under this section, the following are deductible:
Community chest........................................................   $50.00
Salvation army.....................................................................  10.00
Red Cross.............................................................................. 25.00
T otal.................................................................................... $85.00
The payment of $25 to the indigent relative is not deductible.
Article 262, regulations 77, says in part: “ Sums of money 
expended for lobbying purposes, the promotion or defeat of 
legislation, the exploitation of propaganda, including advertising 
other than trade advertising, and contributions for campaign 
expenses are not deductible from gross income.”
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Under this section, the payments to the following are not
deductible:
Democratic committee....................................................... $100.00
The Crusaders......................................................................  10.00
T otal...................................................................................  $110.00
The Christmas bonus of $60 to employees should be considered 
as extra compensation to the employees and is, therefore, deduct­
ible. (See I. T. 1600; C. B. June 1923, p. 184.)
Street-improvement tax of $100 is considered as a capital 
expenditure and is not deductible for tax purposes. The tax 
on dividends ($30) withheld by payor corporations is added back 
to the net amount of dividends received and is deducted as a tax.
Schedule A 
Income from business
Sales............................................................................................  $91,000.00
Cost of sales:
Inventory, January 1, 1932.............................................. $21,000.00
Purchases...............................................................................  74,000.00
T otal...................................................................................
Less: inventory, December 31 1933..............................
Gross profit................................................................................
Less: deductible expenses:
Salaries paid (exclusive of salary paid to Mr. Marks).
Additional compensation....................................... ..........
R ent........................................................................................
L ight.......................................................................................
Interest paid.........................................................................
Advertising...........................................................................
Delivery expense.................................................................
Retailers’ licence..................................................................
Federal cheque tax.............................................................
$95,000.00
18,500.00 76,500.00
$14,500.00
$ 5 ,200.00  
60.00
3 ,000 .00
1,200.00
1,650.00
1,350.00
600.00
100.00
20.00 13,180.00
N et income from business.................................................... $ 1,320.00
Schedule B
Profit on sale of capital assets
Profit from sale of grain................................................................................ $2,000.00
Profit from sale of unimproved real estate.......................... ....................  2,000.00
Total profit..............................................................................................  $ 4,000.00
Loss from sale of foreign government bonds............................................  1,000.00
N et profit.................................................................................................... $ 3 ,000.00
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N ote.— Section 23 (r) of the act of 1932 states, in part: “ (1) 
Losses from sales or exchanges of stocks and bonds (as defined 
in sub-section (t) of this section) which are not capital assets 
(as defined in section 101) shall be allowed only to the extent 
of the gains from such sales or exchanges.” Sub-section (t) 
defines stocks and bonds but specifically excludes those of a 
government or political subdivision thereof. Section 101 defines 
capital assets as those which were held for more than two years. 
Hence, in this problem, the profit on the sale of grain and 
unimproved real estate may be reduced by the loss on the sale 
of the government bonds, and not by the loss on the stock of the 
domestic corporations, which was held for less than two years. 
This latter loss may be deducted only from profits arising from 
the sale of stocks and bonds, as defined in section 23 (t), held for 
less than two years.
No. 4. Statement showing the details of the defalcation of the
treasurer of Charles Black & Co.
Receipts appropriated by the treasurer:
Customers' cheques, not entered nor deposited........................................  $ 55,000
Customers' cheques, entered but not deposited........................................  25,000
Cash proceeds from sales of old machinery...............................................  1,200
Company’s note issued; proceeds applied against treasurer’s note
given to the company..................................................................................  5,000
Proceeds from additional loan on mortgage..............................................  10,000
Cheques issued to cash in excess of payrolls, e tc .........................................  5,800
T otal................................................................................................................. $102,000
Less: amounts deposited in the bank to the company’s credit, but
not recorded........................................................................................................ 30,000
N et amount of defalcation.................................................................................. $ 72,000
No. 5.
Schedule I
R  Company
Statement of working capital and prepaid expenses 
December 31,
1932 1933 Increase Decrease
Current assets:
Inventories.......................................... $400,000 $375,000 $25,000
Accounts receivable.......................... 175,000 250,000 $75,000
Cash...................................................... 25,000 20,000 5,000
Total current assets.....................  $600,000 $645,000
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Current liabilities:  
Notes payable....................................
Accounts payable..............................
Accrued interest................................
Accrued taxes.....................................
$ 70,000
145,000
7,000
4,000
$ 80,000
125,000
11,000
6,000
20,000
10,000
4,000
2,000
Total current liabilities............... $226,000 $222,000
Working capital..................................... $374,000 $423,000
Unexpired insurance............................. $ 3 ,000 $ 4,000 1,000
Increase in working capital and
prepaid expenses................................ 50,000
Totals....................................................... $96,000 $96,000
R Company
Statement of application o f funds for the year ended December 31, 1933
Funds provided:
By profits:
N et profit, per books........................................... $107,000
Add charges to profit and loss, not requiring funds:
Depreciation —  buildings............................ $ 7,000
Depreciation —  machinery.......................... 16,000
Depreciation —  tools.................................... 4 ,000 27,000 $134,000
By sale of capital stock:
Par value............................................. .................. $300,000
Less: discount charged to goodwill.................. 30,000 270,000
By sale of bonds o f R Company.......................... 150,000
By sale of investments............................................ 95,000
Total funds provided....................................... $649,000
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Funds applied:
To purchase of fixed assets:
Land and buildings.................................................................
Machinery..................................................................................
Tools............................................................................................
$307,000
216,000
44,000 $567,000
To payment of dividend (4% ).................................................  32,000
To increase in working capital and prepaid expenses
(schedule 1 )...............................................................................  50,000
Total funds applied............................................................  $649,000
No. 6. The symbols used in the formulae of the solution follow:
D  =  Annual depreciation charged 
C =  Cost ($256)
S =  Residual value ($16)
n =  Number of periods (four years)
p =  Present value of $1 due 4 years hence at 10%
P =  Present value of an annuity of 1 for 4 years at 10%
(a) the formula for computing the annual charge for depreciation by the 
straight-line method is:
D  =
c—s
n
Applying the data given in the problem, we have
D $256 — $16 =  4 or $60
Table of depreciation —  straight-line method
End of
Accumulated
depreciation Carrying
year Depreciation reserve value
1 ................................... ..........................  $60.00 $ 60.00
$256.00
196.00
2 ................................... ..........................  60.00 120.00 136.00
3 ................................... ..........................  60.00 180.00 76.00
4 ................................... ..........................  60.00 240.00 16.00
(b) The formula for computing the rate of depreciation by the “ constant
percentage of diminishing value ” method is:
a
r =  1 S ÷ C
Applying the data given in the problem, we have
r =  1 —
$16
$256
or 1 — or 50%
2
4
4
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Table of depreciation —  uniform rate on diminishing value (rate 50%)
Year Depreciation
Accumulated
depreciation
reserve
Carrying
value
1 ................................. ............................  $128.00 $128.00
$256.00
128.00
2 ................................. ............................  64.00 192.00 64.00
3 ................................ ............................  32.00 224.00 32.00
4 ................................. ............................  16.00 240.00 16.00
(c) The formula for computing the annual charge for depreciation by the 
annuity method is:
D =  C - ( S  X  p) 
p
The computations to ascertain the present value of $1 for 4 
years at 10 per cent, and the present value of an annuity of 1 
for 4 years at 10 per cent. follow:
1.10
1.10
1.21
1.10
1.331
1.10
1 .4 6 4 1 =  the amount of 1 for 4 years at 10%
1 ÷  1.4641 =  .683, the present value o f 1 for 4 years at 10%
1 —  .683 =  .317, the compound discount
.317 .10 =  3.17, the present value of an annuity of 1 for 4 years at 10%
Applying these present values and the data given in the problem, we have 
$10.93$256.00 —  ($16.00 X  .683) $256.00  
------- , or-
3.17 3.17
 , or $77.31
Year
1 ..
2 . .
3 . .
4 . .
Table o f depreciation —  annuity method
Depreciation
Interest
credits
Accumulated
depreciation
reserve
Carrying
value
$77.31 $25.60 $51.71
$256.00
204.29
77.31 20.43 56.88 147.41
77.31 14.74 62.57 84.84
77.31 8.48 68.83 16.01
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No. 7.
(See statement below)
T he H . M anufacturing Company
Deficiency account —  December 3 1 ,  1933
Estimated loss on: Capital stock:
Preferred........................Advances to employees. .  
Customers:
Barred by statute.........
Uncollectible..................
Capital stock subscrip­
tions ............................
Furniture and fixtures. . .
Goodwill.............................
Inventories.................... .
Notes receivable...............
Plant and machinery.. .  
Real estate.........................
Deficit.....................................
$ 2 ,657.44
Common........................
46,706.00 Deficiency to creditors. .
36,584.03
96,400.00
2,500 .00
75,000.00
65,696.65
1,639.10
11,772.11
735.00
133,893.43
$150,000.
200,000.
123,583.76
8
8
$473,583.76 $473,583.76
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 AMERICAN INSTITUTE OF ACCOUNTANTS
Examination of November, 1934
Auditing, November, 1934
No. 1.
(a) A “ straight ”  voucher system requires the preparation of a 
voucher for every disbursement. These vouchers, when 
properly approved, are entered in the register in numerical 
order, recording the date, payee, terms, the amount 
(under the column heading “ vouchers payable ”) and 
the distribution to the cost, expense, asset or other 
accounts. The total of the vouchers-payable column is 
posted, at the end of the month, to the credit of the 
vouchers-payable account in the general ledger. The 
accounts to which the expenditures are chargeable are 
debited.
The cheque register should contain columns showing the 
number of the cheque, the number of the voucher, the 
amount to be charged to vouchers payable (the total 
of the amount of the cheque, plus discounts earned, 
allowances, etc.), amount of discounts earned, allowances, 
etc. The total of the vouchers-payable column in the 
cheque register should be posted to the debit side of the 
vouchers-payable account in the general ledger at the 
end of the month.
When cheques are drawn, the voucher number should 
be entered in the cheque register, on the line with the 
recorded disbursements; and the cheque number and 
date paid should be entered in the voucher register on 
the line of the corresponding voucher.
After the totals of the voucher-payable columns in the 
voucher register, cheque record, journal, etc., have been 
posted, the balance in the general-ledger account should 
agree with the total of the unpaid vouchers as shown 
in the voucher register.
246
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(b) The voucher system may be used with an accounts-payable
ledger, by opening ledger accounts with each creditor 
and recording each voucher in the creditor’s account.
(c) The accounts-payable ledger is desirable when there are
many part payments, returns, allowances and adjust­
ments, which may produce complications and frequent 
errors if ledger accounts are not maintained.
No. 2. While the question states that the firm of John Doe 
& Co. “ sold ” a part of its accounts receivable it is probable 
that the firm has guaranteed the collection. I t would be 
misleading to show the unassigned accounts and the equity 
in the assigned accounts under the one heading, “ accounts 
receivable.” The assignment must be disclosed.
Assume the following:
Accounts receivable:
Unassigned.................................................................................................. $50,000
Assigned......................................................................................................  20,000
Advanced by discount company............................................................... 14,000
Three methods in which the above may be shown in the 
balance-sheet of the firm of John Doe & Co. follow:
(1)
Current assets:
Accounts receivable........................................................  $50,000
Equity in assigned accounts........................................  6 ,000 $56,000
A footnote should be appended to the balance-sheet stating that the firm 
was contingently liable for the amount of $14,000 as guarantor of the 
assigned accounts receivable.
(2)
Current assets:
Accounts receivable........................................................ $50,000
Equity in $20,000 of accounts receivable assigned
under guaranty............................................................  6 ,000 $56,000
No footnote is necessary. 
(3)
Current assets:
Accounts receivable:
Unassigned..................
Assigned.......................
Less: advance thereon
$50,000
$20,000
14,000   6,000 $56,000
No footnote is necessary.
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The first method is the most desirable because it is simple 
and it clearly shows the facts.
No. 3.
(a) The taxpayer’s statements should be worded somewhat
as follows:
1. On the partnership return:
“ Return prepared by John Doe from books, without audit.”
2. On the individual return:
“ Return prepared by John Doe from unaudited data which I furnished.”
(b) The affidavit is so worded that it affords all the protection
necessary in most instances, in the words “ The informa­
tion set out in this return . . . correctly represents the 
information furnished or discovered by me, and . . .  is 
true to the best of my knowledge and belief.” The 
insertion of the word "  to ” after “ furnished ” would 
clearly state the facts that the return was prepared from 
information furnished to the accountant and that what 
information he possessed he believed to be correct.
No. 4. The directors of the X  Machine Corporation appear to 
have arbitrarily reversed one-half of the plant account against 
the depreciation reserve for the sole purpose of making a better 
showing by reducing the annual depreciation charge. The 
statement in the annual report that the purpose was “ to show 
the investment at a conservative figure ” appears to be inten­
tionally misleading, since the net value of the fixed assets 
has not been reduced but has been actually increased because 
of the reduction in the amount provided for depreciation for 
the year.
This seeming deceit throws some doubt on the sincerity of the 
directors’ justification of their action. However, assuming that 
one-half of the plant (at cost) actually was idle during the year, 
the situation might properly have been reflected in the accounts 
in either of two ways:
(1) Remove the cost and the accrued depreciation of the “ id le” plants as
o f January 1, 1933, from the accounts by a charge to surplus; or
(2) Record depreciation on the “ idle ” plant for the year 1933 at normal rates
by a charge to surplus, or by a charge to profit and loss as a non-operating 
item; and, if  it appears likely that the plant will be idle for some time, 
set out the net book value in the balance-sheet under the caption " idle 
plant.”
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If  either of these methods had been followed, I would certify 
the company’s statements without qualification.
The company’s procedure is open to at least three objections:
(1) The depreciation for the year is understated.
(2) The property accounts are misstated.
(3) The wording of the annual report, when coupled with the entry made,
appears to be intentionally misleading.
No. 5. Chargeable to corpus:
(1) Physician’s fees for last illness.
(2) Funeral expenses.
(3) Expenses of probating will.
(5) Loss on sale of investment (considered as an asset left by the decedent).
(7) Legal fees for defending claims against the estate.
(10) Estate and inheritance taxes.
(12) Special assessments adding permanent value to real estate.
(14) Expenses incident to a change in executor.
Chargeable to income:
(4) General expenses of executor.
(6) Legal expenses for collection of rents.
(8) Executor’s commissions.
(9) Repairs to office buildings (considered as ordinary expense).
(11) Fire insurance premium.
(13) Monthly allowances to beneficiaries (considered as income to beneficiaries).
No. 6. Let us assume that the balance-sheet of the small trading 
corporation contains the following items:
Assets:
Cash on hand 
Cash in bank 
Accounts receivable 
Notes receivable 
Reserve for bad debts 
Inventory 
Prepaid insurance 
Furniture and fixtures 
Liabilities:
Vouchers payable 
Notes payable 
Bank loans 
Net worth:
Capital stock 
Surplus
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The auditor should satisfy himself that the system of internal check is adequate. 
The footings of all columns in all books of original entry should be verified for at 
least one month, and the postings for the month chosen should be checked. Balances 
of all general ledger accounts should be verified by footing the year’s posting in 
each account.
Cash on hand. The count should be made at the balance-sheet date, if  possible. 
If not, a count should be made during the course o f the audit and an examination 
should be made of the recorded transactions between the balance-sheet date and 
the date of the count. Any undeposited receipts should be traced into the bank.
Cash in bank. The bank account should be reconciled as of the balance-sheet 
date and as of the date of the cash and securities count (if any); confirmations as 
of both dates should be obtained from the depositary direct. At least one month’s 
cash transactions should be checked thoroughly. Bank statements and canceled 
cheques as of the date of the cash and securities count (if subsequent to the balance- 
sheet date) should be obtained from the bank direct; items in transit and cheques 
outstanding at the balance-sheet date should be traced into the bank. The canceled 
cheques, for at least a month, should be examined as to dates, signatures, payees, 
and amounts, and checked against the cash disbursements record. The endorse­
ments and the bank’s perforation indicating payment should be examined. The 
daily record of deposits should be compared with daily record of deposits as shown 
by the bank on its statement.
Accounts receivable. I f  possible, the customers’ statements as of the balance- 
sheet date should be checked against their accounts and mailed by the auditor 
with the request that the accounts be confirmed to him directly. The envelopes 
in which the statements are mailed should bear an address which will return any 
undelivered letters directly to the auditor. A list of the customers’ accounts 
should be prepared showing the name, amount owing and the aging of the accounts; 
subsequent collections, allowances for discounts, etc., and returns should be entered 
thereon. The doubtful accounts should be noted and discussed with the credit 
department, for the purpose of determining the adequacy of the reserve for bad 
debts. Credit balances, accounts with officers and employees, advances to sup­
pliers and all accounts other than those arising from sales transactions with 
customers should be set out separately in the balance-sheet.
Notes receivable. At the time of the count of the cash, the notes receivable 
(and any other negotiable securities) should be examined; those out for collec­
tion, discount or collateral should be confirmed directly to the auditor. I f there 
is no reasonable objection, a confirmation should be requested of the maker. All 
of the notes should be scheduled showing the name o f the maker, the date, the 
date of maturity, the amount of the note, the rate of interest, endorsements, etc. 
Any notes collected prior to the examination should be verified by tracing the 
cash collected into the cash records and thence into the bank. The interest- 
earned account should also be examined to learn if the interest on the notes has 
been recorded, or if there has been any interest credited in the accounts on notes 
which were not recorded as such. Consideration must be given to the adequacy 
of the bad-debt reserve applicable to the notes.
Inventory. The extent of the auditor’s verification of inventory should be set 
forth in the report or certificate. As to quantities, it may be by actual supervision,
The program would be somewhat as follows:
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by tests at the date of audit, or only by examination of the books, records and 
inventory sheets. He should investigate the method and time of the taking of 
the inventories and the competency of the persons who took or supervised the 
taking of them. A comparison o f the quantities with previous purchases and 
sales or with book inventories should be made. The auditor should ascertain that 
goods held as consignee or as bailee, or goods sold but undelivered, are not included 
in the inventories, and that any merchandise held by others but owned by the 
client is included. Merchandise in transit and merchandise for the succeeding 
season received under post-dated invoices should be included. An examination 
should be made of the receiving records just prior and subsequent to the balance- 
sheet date. A certificate should be obtained from responsible officers and employees 
as to the ownership, and as to the correctness of the quantities, costing and the 
indication of spoiled, damaged or otherwise unsalable or unusable materials or 
merchandise. The pricing may be verified by examination of purchase invoices, 
market quotations and sales made immediately after the balance-sheet date 
Freight, drayage, duty, handling costs, etc., may be included as a part of the price. 
A comparison with the prices of previous inventories should be made. The mathe­
matical accuracy of the inventory may be complete or by tests. I f copies of the 
inventories have been submitted to the auditor he should check these copies 
against the original inventory sheets.
Prepaid insurance. The insurance policies should be examined and scheduled, 
showing the name of the insurer, the policy number, the kind of insurance, the 
amount of coverage, the premium, the date of issuance and the date of expiration. 
The unexpired portion of the premium should be computed and set up as a prepaid 
expense. The beneficiary under the policies should be noted to ascertain whether 
an assignment has been made to protect a mortgagee.
Furniture and fixtures. If this is an annual audit, only the changes in furniture- 
and-fixtures account (and its related reserve) during the year should be verified. 
The correctness of the provision for depreciation should be determined.
Vouchers payable. A list of the unpaid vouchers should be prepared from the 
voucher register and the total checked against the controlling account in the 
general ledger. The receiving records prior to the balance-sheet date should 
be checked against the recorded vouchers, and vouchers subsequent to the balance- 
sheet date should be examined, to ascertain that the liability has been taken 
up for all goods received. I f direct confirmation from the suppliers is impracticable, 
the auditor should request that the creditors’ statements be held available for him 
to check against the records. The liability for any merchandise in transit should 
be taken up and also included in the inventory; purchase commitments and the 
corporate minute book should be examined to learn of any unrecorded liabilities 
or possible losses.
Accrued liabilities, such as accrued wages, salaries, commissions, taxes, interest, 
etc., can be Verified by examining subsequent payments. Expenses applying 
to one month, but payable in the following month, such as telephone, telegraph, 
light, power, etc., must be recorded as an expense for the month which received 
the benefit. Particular attention should be given to the reserve for taxes. A 
comparison of the accrued liabilities with those set up at the end of the previous 
period, as to kind and amount, should be made. In addition, a certificate should 
be obtained from the treasurer and the bookkeeper, stating that all liabilities for
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the period or for any previous period have been recorded in the accounts and setting 
forth any contingent liabilities of the corporation which have not been entered.
Notes payable. A request should be mailed to all creditors to whom notes were 
issued during the year to send directly to the auditor a list of any notes (giving 
the date, maturity, interest rate, names of makers and endorsers and the amount) 
held by them at the balance-sheet date. Any notes paid between the balance-sheet 
date and the date of the examination, and the cheques issued therefor, should be 
examined. The interest-paid account should be inspected to ascertain whether 
any interest had been paid on notes which were not a matter of record.
Bank loans. A request should be made of the bank to confirm the dates, maturi­
ties, security, the endorsements, the amount of the notes and the accrued or 
prepaid interest thereon as of the balance-sheet date.
Capital stock. The stock certificate book should be examined and a listing 
made of all o f the certificates shown as outstanding. All certificates must be 
checked.
Surplus. All entries to surplus account during the year should be traced, and 
the propriety and the authority for extraordinary entries established.
In addition to the above, the nominal accounts should be reviewed.
No. 7. I t  is important that all the liabilities of the firm be 
ascertained and recorded on the books. As cash is received 
from the sale of the assets, the liabilities should be liquidated 
in the order of priority. Unsecured liabilities should not be 
paid until sufficient cash has been accumulated to pay them 
all; or, if it is apparent that the amount of cash to be realized 
will be sufficient, payments may be made pro rata to these 
creditors.
At the time of the disposal of an asset, the loss thereon should 
be charged to the partners’ capital accounts in the profit-and- 
loss sharing ratio. I t  would be well to have the partners agree 
that no payments are to be made to them until all the assets 
have been converted into cash and the outside creditors have 
been paid in full. I f  they insist upon payments before all assets 
have been realized, provision should be made for possible losses 
by considering that no further cash will be obtained from the 
sale of the remaining assets. After providing for the actual and 
the possible losses (all in the profit-and-loss sharing ratio), pay­
ments may be made to the partners, first, against loans and, second, 
against capital accounts; provided that no payments shall be 
made against partners’ loans, if such loans, or portions of them, 
must be transferred to the respective capital accounts to make 
good present or prospective deficits.
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No. 8. I would get in touch with the fellow member who 
certified the balance-sheet of Y Company, and explain the 
circumstances to him. He should be given an opportunity to 
explain that there were no serious errors in the balance-sheet. 
If, after my conference with him, I still felt that his work 
could not be accepted, I would proceed with my audit of the 
accounts of Y Company.
The rule involved is number 8 of the rules of professional conduct 
of the American Institute of Accountants which reads: “ No 
member or associate shall directly or indirectly solicit the clients 
or encroach upon the business of another member or associate, 
but it is the right of any member or associate to give proper 
service and advice to those asking such service or advice.”
No. 9. The question which the auditor should put to himself 
is: Were the bonds lent or sold to the president of the company? 
The minutes of the board of directors indicate that the bonds 
were lent to the president and remained the property of the 
company, even though the company did not have possession or 
control of the securities at the date of the balance-sheet. Hence, 
the account should be shown as securities, and not as a note
receivable, in somewhat the following manner:
Securities lent to officer (see footnote) $20,000
As a footnote, I would show “ securities of a value of $20,000 
were lent to Mr. X, the president of the company, who has 
given the company his demand note for $20,000 as collateral. 
These securities were pledged by him as collateral for his personal 
note to the Manufacturers’ National Bank.”
If  the transaction were shown as discussed above, it would 
not be necessary to qualify the certificate.
No. 10. The notes should be shown in the balance-sheet as 
follows:
Notes receivable —  sale of idle plant:
Due January 2 7 ,  1934..................................................  $ . . . . . . . . .
Due February 2 6 ,  1934................................................  $ .................  $ .................
Because the note due on January 27, 1934, was not paid at 
maturity, I would show these notes as a separate item in the 
balance-sheet, following the current-asset section.
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The resulting profit or loss on the sale should be shown 
separately in the surplus section of the balance-sheet.
In the certificate (which should be dated) I would include a 
paragraph stating that the idle property was sold on December
28, 1933, at a price of $ ....................... payable one-third in cash,
one-third in a note due on January 27, 1934 (which was not 
paid at the date of the examination), and one-third in a note due 
on February 26, 1934.
Accounting Theory and Practice, Part I, November, 1934
No. 1. Probably as good a start as any in the solution of this 
problem is to determine the cost of the investment in Com­
panies G and H, as this information is necessary to compute 
the goodwill arising in the purchases.
An analysis of the investment account for the stock of Com­
pany G at December 31, 1933, would show:
Shares Amount
Balance, December 3 1 ,  1933.............................................................  1,600 $220,000
Sale price of stock sold.......................................................................  200 32,000
Cost of original purchase (9 0 % ). . .................................................. 1,800 $252,000
Cost per share ($252,000 ÷  1,800).................................................. $140
The 200 shares of stock of Company G cost the F company 
$28,000 (200 times $140), which should have been credited to 
the investment account, rather than the selling price of $32,000. 
The adjustment necessary to reflect the correct cost in the 
investment account and to transfer the realized profit to the 
surplus account follows:
Investment in Company G ....................................................................  $4,000
Surplus (F company)......................................................................  $4,000
To transfer the profit on the sale of 200 shares of stock of 
Company G to the surplus account
After the investment account has been charged with the $4,000 
debit in the above entry, it will show that the cost of the 1,600 
shares held on December 31, 1933, cost (1,600 times $140) 
$224,000. (Since the F company is following the practice of 
carrying its investments at cost and taking subsidiaries* profits 
into income when they are realized in the form of dividends, a 
share of Company G’s profits for the six months ended June 
30, 1933, has not been added to the cost of the stock sold in 
computing the profit on the sale. Correspondingly, in taking up 
F company’s share of G’s profit for 1933, no consideration is 
given to the profit applicable to the stock sold. This profit was 
in effect realized by the sale of the stock and forms part ($750) 
of the $4,000 profit.)
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The cost of the two purchases of the capital stock of Company 
H is determined in the following analysis of the investment 
account:
Shares Amount
Cost of first purchase............................................................................... 800 $182,000
Cost of second purchase.........................................................................  100 32,000
T otal.................................................................................................... 900 $214,000
Having obtained the cost of the several purchases of stock in 
the subsidiaries, the candidate may now proceed with the state­
ment of goodwill. I t  will be noticed in the following statement, 
and in the consolidated balance-sheet, that the goodwill arising 
from the second purchase of stock of Company H is deducted 
from the surplus arising from the first purchase (“ negative 
goodwill ” ). Whether the remaining, or net “ negative goodwill” , 
should be applied against the goodwill arising from the purchase 
of the stock of Company G is open to question.
(3) The F Company and its subsidiaries, Companies G and H. Statement show­
ing computation of goodwill (and surplus arising from consolidation), 
December 31, 1933
Book value
Cost of 
stock 
purchased
Goodwill
(surplus
arising from 
consolida­
tion*)
Propor­
tionate
interestTotal
Acquisition of stock of Company G:
Book value —  January 1, 1933:
Capital stock.................................. $200,000
 
Surplus............................................. 60,000
T otal............................................ $260,000
80% thereof........................................ $208,000 $224,000  $ 16,000
Acquisition of stock of Company H:
First purchase: January 1, 1933:
N et worth:
Capital stock.............................. $100,000
Surplus........................................ 145,000
Total —  January 1, 1 9 3 3 . . . . $245,000
80% thereof........................................ $196,000 $182,000 $14,000*
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Second purchase, June 30, 1933:
Profit for the six months Janu­
ary 1 , 1933, to June 3 0 ,  1933.. 20,000
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Total, June 3 0 ,  1933................ $265,000
10% thereof........................................  26,500 32,000 5,500
T otals........................................... $222,500 $214,000 $8,500*
(2) The F Company and its subsidiaries, Companies G and H. Statement of 
consolidated surplus for the year ended December 31, 1933
Company F :
Balance, January 1, 1933.....................................  $166,500
Dividends received:
Company G (80% of $20,000)........................ $16,000
Company H (90% of $10,000).......................  9 ,000 25,000
Profit on sale of stock of Company G ..............  .................  4 ,000 $195,500
Deduct:
N et loss for the year (exclusive o f the 
dividends received from subsidiary
companies)....................................................... $ 5,000
Dividends paid, December 31, 1933.................  70,000 75,000
Balance, December 31, 1933...............................  $120,500
Company G:
Pro-rata share of the net decrease in the surplus 
account of Company G during the year:
Dividends paid.................................................... $ 20,000
Profits for the year............................................  15,000
N et decrease in surplus account. . . . . . . .  $ 5,000
80% thereof................................................. 4,000
Company H:
Pro-rata share of the net increase in the surplus 
account of Company H during the year:
Six months ended June 30, 1933.................... $20,000
80% thereof..................................................... $ 16,000
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Six months ended December 31, 1933.........
Dividends paid...................................................
N et increase....................................................
90% thereof................................................
Consolidated surplus, December 31, 1933...........
$20,000
10,000
$10,000
9,000 25,000
$141,500
The following consolidated balance-sheet was prepared by 
totaling the current assets, buildings and equipment and accounts- 
payable accounts; by eliminating the reciprocal accounts; and 
by inserting the goodwill, surplus arising through consolidation, 
minority interests and consolidated surplus as computed in the 
accompanying statements and schedules. The formal working 
papers are unnecessary to the solution and are given here for 
explanatory purposes only.
(1) The F Company and its subsidiaries, Companies G and H. Consolidated 
balance-sheet, December 31, 1933 
Assets
Current assets...................................................................................  $407,500
Buildings and equipment............................................................... 405,000
Goodwill arising through consolidation.....................................  16,000
$828,500
Liabilities and capital
Accounts payable.............................................................................
Minority interests:
Company G ...................................................................................
Company H ...................................................................................
Capital:
Capital stock —  3,000 shares...................................................
Surplus............................................................................................
Surplus arising through consolidation.........................  .........
$300,000
$ 51,000 
27,500
------------- 78,500
$300,000
141,500
8,500 450,000
$828,500
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The minority interest in the subsidiary companies was deter­
mined by multiplying the book value of the companies at Decem­
ber 31, 1933, by the percentage of minority interest, as follows
Companies
Capital stock.................................................................................
Surplus, January 1 ,  1933...........................................................
Profit for the year.......................................................................
Dividends paid.............................................................................
Book values, December 31, 1933....................................
Minority interest:
Percentage.................................................................................
Amount..................................................................................
G
$200, 000
60,000
15,000
20,000*
H
$100,000
145,000
40,000
10,000
$255,000 $275,000
20% 10%
$ 51,000 $ 27,500
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Adjusting and elimination entries used in the working papers.
(1)
Investment —  Company G ...........................................................  $ 4 ,000
Surplus —  Company F ..........................................................  $ 4,000
To record the profit on the sale o f 200 shares of stock 
of Company G
(2)
Capital stock —  Company G ........................................................  160,000
Surplus at beginning of year—  Company G ............................ 48,000
Investment — Company G ................... .............................. 208,000
To eliminate the 80% interest in the capital stock and 
surplus of Company G as at the date of purchase.
(3)
Capital stock —  Company H ........................................................ 90,000
Surplus at beginning of year —  Company H ...........................  130,500
Profit for the year —  Company H ..............................................  2 ,000
Investment —  Company H ................................................... 222,500
To eliminate the 90% interest in the capital stock and 
surplus accounts of Company H and the 10% interest 
in the profits for the first six months of 1933. (The 
latter represents part of the surplus at acquisition of 
the 10% purchased on June 30.)
(4)
Profit for the year —  Company F ...............................................  4 ,000
Profit for the year— Company G ............................................... 12,000
Dividends —  Company G .....................................................  16,000
To transfer to the profits account of Company F its 80% 
interest in the profits and dividends of Company G.
(5)
Profit for the year —  Company H ..............................................  34,000
Dividends —  Company H .....................................................  9 ,000
Profit for the year —  Company F ....................................... 25,000
To transfer to the profits account of Company F its 
90% interest in the dividend of Company H , and its 
share of the earnings of the latter company for the 
current year as follows:
Six months ended
June 30 Dec. 31
Profit..................................................... $20,000 $20,000
Per cent.................................................  80% 90%
Share.....................................................  $16,000 $18,000
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(6)
Due to parent company.................................................................  65,000
Advances —  Company G ......................................................  25,000
Advances —  Company H ...................................................... 40,000
To eliminate the inter-company accounts.
No. 2. Exhibits A to D are presented in the form in which 
they might be filed by the trustee as his legal accounting. The 
working papers which follow are submitted to show the deriva­
tion of the items appearing in the exhibits and are not intended 
to be part of the legal accounting.
Joan and Ethel Jones T rust Exhibit A
John Jones, T rustee
Report as to principal, January 1, 1921, to December 31, 1933
I charge myself with:
Assets placed in trust, January 1, 1921................................. $100,000
Profit on sale of principal investments..................................  224,200
Total charges............................................................................  $324,200
I credit myself with:
Payment of expenses chargeable to principal......................  16,250
Balance as to principal................................................................... $307,950
Consisting of:
Cash..........................................................................................  $ 7,950
Bonds 4% —  R. R. & I.; par $150,000; cost...................  137,500
U. S. Government 3¾ %  bonds...........................................  162,500
T otal............... ...................................................................... $307,950
Joan and Ethel Jones T rust Exhibit B
John Jones, T rustee
Report as to income, January 1, 1921, to December 31, 1933 
January 1, January 1,
  1921, to 1931, to
  December December
31, 1930 31, 1933
I charge myself with:
Interest received.........................................
Dividends received....................................
Profits on stocks sold................................
$ 92,800 $  35,425
103,000
39,600
Total
$128,225
103,000
39,600
Total charges......................................... $235,400 $ 35,425 $270,825
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I credit myself with:
Expenses chargeable to income.............
Fees to trustee...........................................
Payments to beneficiary..........................
Joan Jones...............................................
Ethel Jones.............................................
Total credits.......................................
Undistributed income for the period........
Net assets turned over December 31,
1930, to John Jones as trustee for
the estate of Joan Jones:
Cash.........................................  $ 9,550
Stocks — 2,000 shares.........  150,000
Oil venture syndicate..........  12,500
T otal.................................... $172,050
Less: accrued trustee’s fees. 2,500
Net assets..........................
Balance as to incom e..............
Consisting of:
Cash..................................... $ 25,425
Less: accrued trustee's
fees..............................  3,000
$ 18,350 
10,000
37,500
$ 4,000  
3,000
6,000
$ 22,350 
13,000 
43,500
$ 65,850 $ 13,000 $ 78,850
$169,550 $ 22,425 $191,975
169,550 169,550
$ 22,425 $ 22.425
N et assets......................  $ 22,425
Estate of Joan Jones   Exhibit C
John Jones, T rustee
Report as to principal, December 31, 1930, to December 31, 1933 
I charge myself with:
Inventory of assets, December 31, 1930:
Cash............................................................................................  $ 9,550
Stocks......................................................... , ....................  150,000
Oil venture syndicate. 12,500 $172,050
Syndicate profit............................................................................ 13,750
Profit on sale of bonds................................................................ 2,500
Total charges............................................................................  $188,300
I credit myself with:
Liability paid —  trustee’s fees accrued December 31,
1930 ..................................................................................................... 2,500
Balance as to principal..................................... .............................  $185,800
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Consisting of:
Cash............................................................................................. $ 13,300
Stocks —  2,000 shares............................................................  150,000
Stock of Oklahoma Oil Producers, Inc..............................  10,000
Tulsa City 4% bonds............................................ ................. 12,500
T otal.......................................................................................  $185,800
E state of Joan Jones Exhibit D
John Jones, T rustee
Report as to income, December 31, 1930, to December 31, 1933 
I charge myself with:
Dividends received......................................................................  $ 40,000
Interest received........................................................................... 1,125
Total charges............................................................................ $ 41,125
I credit myself with:
Expenses chargeable to income................................................ $ 3 ,500  
Trustee’s fees................................................................................. 3 ,000
Payments to beneficiary —  Paul Jones.................................. 10,000
Total credits.............................................................................  16,500
Balance as to incom e.....................................................................  $ 24,625
Consisting of:
Cash............................................................................................. $ 14,575
Standard Oil of New Jersey s to c k ..................................... 10,050
Total.......................................................................................  $ 24,625
The foregoing exhibits were prepared directly from the working 
papers, except for certain items in exhibit A and the first column 
of exhibit B, the computation of which follows:
Working papers for exhibit A
Profit on 
sale of
investments Expenses
January 1 ,  1921, to January 1, 1930 —  from problem .... $190,000 $ 1 5 ,0 0 0
Year 1930 —  working papers, column 2 ................................  9 ,200 1,250
1931 through 1933 —  working papers, column 5 ................  25,000
Totals, to exhibit A ............................................................. $224,200 $ 16,250
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Working papers for exhibit B
Interest received............................
Dividends received.......................
Profits on stocks sold...................
January 1 ,  1921, 
to
January 1, 1930 
(per problem)
$ 80,000
89,000
30,000
Year 1930 
(Working 
papers, 
column 6)
$12,800
14,000
9,600
January 1, 1921, 
to December 31, 
1930 (to 
exhibit B)
$ 92,800  
103,000 
39,600
T otal........................................ $199,000 $36,400 $235,400
Expenses charged to incom e..,. $ 16,500 $ 1,850 $ 18,350
Fees to trustee............................... 9 ,000 1,000 10,000
Payments to beneficiary............. 35,000 2,500 37,500
T otal........................................ $ 60,500 $ 5,350 $ 65,850
Undistributed income balance. . $138,500 $31,050 $169,550
Explanation of Working Papers
The trial balance of the Joan Jones trust as of December 31, 
1930, was entered in column (1). Accounts relative to the 
principal of this trust were extended to columns (2) and (3), in 
order to obtain in column (3) the December 31, 1930, trial balance 
of the Ethel Jones trust. Accounts relative to the undistributed 
income of the Joan Jones trust were extended to columns (6) and
(7), in order to obtain in column (7) the December 31, 1930, 
trial balance of the estate of Joan Jones.
The transactions for the three-year period were entered in 
columns (4) and (8) and applied to the balances in columns
(3) and (7), respectively, to determine the trial balances as of 
December 31, 1933, which appear in columns (5) and (9).
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Transactions and Entries
(1) Stock of Oklahoma Oil Producers, In c............................... $ 10,000
Stanton Oils bonds................................................................... 10,000.
Cash —  principal......................................................................  6,250
Oil venture syndicate.  .................................................. $ 12,500
Profit on syndicate..........................................................  13,750
To set up (at market value) assets received by estate 
in liquidation of syndicate.
(2) Cash —  principal......................................................................  162,500
Bonds, R. R. & I .............................................................  137,500
Profit on sale of principal bonds..................................  25,000
To record sale of $150,000 par value (one-half of total) 
of R. R. & I. bonds at $25,000 profit.
(3) U. S. Government 3¾%  bonds..............................................  162,500
Cash —  principal.............................................................. 162,500
To record investment of proceeds of above sale.
(4) Standard Oil of New Jersey stock.......................................  10,050
Cash —  income.................................................................  10,050
To record purchase by estate.
(5) Cash —  principal......................................................................  12,500
Stanton Oils bonds..........................................................  10,000
Profit on sale of principal bonds ..........................  2 ,500
To record sale of bonds for $12,500.
(6) Tulsa City  4% bonds.............................. . .............................. 12,500
Cash —  principal........................................ .....................  12,500
To record investment of proceeds of above sale.
(7) Cash —  principal (bond interest accrued December 31,
1930)........................................................................................  950
Cash —  income.......................................................................... 35,425
Accrued interest on bonds.............................................  950
Bond interest.....................................................................  35,425
To record income of Ethel Jones trust.
Cash —  income.......................................................................... 41,125
Bond interest.....................................................................  1,125
Dividends...........................................................................  40,000
To record income of estate.
(8) Payments to beneficiary.......................................................... 6 ,000
Expenses chargeable to income............................................. 4 ,000
Cash.....................................................................................  10,000
To record disbursements of Ethel Jones trust.
Payments to beneficiary.........................................................  10,000
  Expenses chargeable to income.............................................    3 ,500
Trustee’s fees...................................................................................  3 ,000
Due trustee for fees........................................................................ 2,500
Cash —  principal..............................................................  2 ,500
Cash —  income.................................................................  16,500
To record disbursements of estate.
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(9) Trustee’s fees.............................................................................  $3,000
Due trustees for fees........................................................ $3,000
To accrue fees payable to John Jones as trustee of the 
Ethel Jones trust. (After December 31, 1930, Jones 
is entitled to an annual commission of $1,000 from 
each of the trusts, or a total compensation of $6,000 
for the period; he was paid only $3,000. Entry (8) 
assumes that this payment was made by the estate, 
and accordingly the accrual is made by the Ethel 
Jones trust.)
No. 3.
Note 1. The discount of $10,000 on the purchase of the 5,000 shares (total 
authorized) of the common stock of the “ B ” Telephone Company should 
be eliminated from the accounts. The actual cost of this stock purchase, 
$490,000, should have been charged to the investment account, and no entry 
should have been made for the discount. On June 30, 1932, when this stock 
was exchanged for the total authorized capital stock of the “ C ” Telephone 
Company, a credit of $100,000 was entered in the surplus account. This 
credit should also be eliminated. Later, on July 31, 1933, the “ C ” Tele­
phone Company went into the hands of a receiver. As no estimate of the 
probable recovery is given in the problem, a reserve for the entire cost of 
$490,000 should be created by a charge to surplus.
Note 2. The discount on sale of $500,000 par value “ A ” Telephone Com­
pany, 6 per cent. ten-year debenture bonds, dated July 1, 1931, should be 
amortized over the life o f the bonds. In this solution, the straight-1 ne 
method of amortization is used, with the result that charges rae made against 
income as follows:
Six months 1931 $2,500
Year 1932 5 ,000
Year 1933 5,000
The unamortized balance should appear as a deferred charge in the balance-
sheet.
Note 3. On December 31, 1931, and again on December 31, 1932, the com­
pany took up into its surplus account the book profits of its subsidiary, 
(“ B ” Telephone Company and, later, “ C ” Telephone Company) by a 
debit to the current accounts. These profits were unrealized and should 
not have been considered as profits. The actual operating losses of “  A  ” 
Telephone Company, which were charged against the book profits of the 
subsidiary, should be increased by the amount of bond discount amortization 
(note 2).
Note 4. The dividend waived by the shareholders owning 500 shares of pre­
ferred stock is treated as a donated surplus. The effect of the waiver is the 
same as a payment to these stockholders of the amount of their dividend 
and a donation by them to the corporation of a like amount.
Note 5. The statutes o f the state will govern the treatment of the $9,000 
discount on the 600 shares of the preferred stock which were purchased and
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cancelled. It should be noted that the problem does not state the amount 
received on these shares when they were originally issued.
Note 6. The directors acted contrary to the articles of incorporation which 
provided that the preferred stock “ is to be retired from earned surplus ” 
when they purchased the 600 shares of the company’s stock on January 1, 
1933. At that date, the company had no earned surplus. Whether the 
directors had the right to declare dividends on the preferred stock depends 
upon the statutes of the state of incorporation.
Note 7. The problem states that “ At the date of filing the petition in bank­
ruptcy, the total investments owned by the company consisted of the 6,000 
shares of ‘ C ’ Telephone Company’s common stock and $5,000 par value, 
United States treasury bonds.” Hence, it must be concluded that the “ C ” 
Telephone Company 5 per cent. sinking-fund gold bonds which were pur­
chased on January 1, 1932, at a discount of $20,000 were disposed of between 
the date of purchase and the date of the filing of the petition in bankruptcy. 
The manner of disposal and the amount received are not given in the 
problem. Since there are no entries in surplus for premium or discount 
on the sale of the bonds, it is assumed that these bonds were sold at par and 
that a profit of $20,000 was realized.
Note 8. The discount on the preferred stock purchased and retired is shown 
as a separate item in surplus, because according to the statutes of most 
states which refer to “ stated capital,” the term denotes that portion of the 
consideration received for the sale of stock which has been set aside as the 
permanent capital of the corporation and may be reduced only by statutory 
action. Cancellation of preferred shares purchased for retirement, when 
reported to and approved by the state authorities, reduced the stated capital 
The reduction in stated capital was to be equal to the cost of the stock retired, 
but not to exceed the stated value thereof. Accordingly, under this inter­
pretation, the discount on the stock retired still remains part of the stated 
capital of the corporation.
The “ discount ” (from stated value) on the preferred stock sold June 30, 1932, 
should probably be deducted from the stated value of the capital stock in 
the balance-sheet and should not appear in the surplus statement. On the 
basis of the above statutory conception of stated capital, it does not seem 
legally possible to issue stated value stock at a discount; if  it is permitted by 
statute, the discount should preferably be deducted from the capital stock to 
show the actual amount paid in for the stock.
Since the concept of stated capital is wholly statutory, the treatment of these 
two items would be governed entirely by the appropriate statutes.
T he “ A ” T elephone Company 
Analysis of surplus account
For the period from January 1, 1931, to December 31, 1933
Deficit:
December 31, 1931:
N et loss for the year (note 3 ) ............................ $32,500
Dividend on preferred stock (note 6 ) .............  12,000 $ 44,500
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December 31, 1932:
Profit on sale of “ C ” Telephone Company
bonds (note 7 ) ................................................... $20,000
N et loss for the year (note 3 ) ...........................  15,000
Dividend on preferred stock (note 6 ) .............  13,500 $ 8,500
December 31, 1933:
N et loss for the year...........................................  $20,000
Provision for loss on the investment in the
stock o f  “ C ” Telephone Company (note 1) 490,000 510,00
Total deficit...................................................  $563,000
Paid-in surplus:
January 1 ,  1931:
Excess of consideration paid in by share­
holders, for shares having no par value, 
over the amount allotted to stated capital. $285,000
Donated surplus:
December 3 1 ,  1931:
Dividends waived by shareholders owning 
500 shares of preferred stock (note 4 ) . . . .  3,000
Discount on preferred stock retired:
Discount on 600 shares purchased January 1,
1933, and canceled (note 8)..............................  9 ,000 297,000
N et deficit, December 31, 1933................................. $266,000
No. 4.
(1) I t may be assumed that the company has a liability to the 
former officers amounting to $20,000, which was the selling price 
of the stock which these officers had pledged as collateral to the 
$100,000 bank loan.
The amount of the indebtedness to the bank is computed as
follows:
Unsecured notes:
Loan made during 1930.............................................................  $100,000
Less the amount received from the sale of pledged sto ck .. 20,000
Total unsecured........................................................................................  $ 80,000
Secured bonds:
Bonds maturing during 1931 which were extended to 1932. $ 50,000
Bonds maturing during 1932 ....................................................  50,000
Total secured........................................................................  100,000
T otal....................................................................................... $180,000
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Against this indebtedness, $40,000 was applied “ from the sum 
of its net income and the net accretion to its depreciation reserve,” 
as shown below:
N et income before depreciation:
First quarter..................................................................................
Second quarter.............................................................................
Third quarter................................................................................
Fourth quarter.............................................................................
Expenditures for replacements, charged against depreciation
reserve:
First quarter..................................................................................
Second quarter.............................................................................
$ 8,000  
16,000 
14,000 
12,500
------------- $ 50,500
$ 4,500
6,000 10,500
Amount paid to bank.....................................................................  $ 40,000
The application to the two different classes of debt is made 
pro rata, as follows:
Pro rata
Unsecured notes....................................... 80/180
Secured bonds........................................... 100/180
Amount 
of indebt­
edness 
$ 80,000 
100,000
Amount 
credited 
$ 17,778
22,222
Balance, 
March 31, 
1934
$ 62,222 
77,778
Totals..........................................................  $180,000 $ 40,000 $140,000
A Company
Balance-sheet —  March 3 1 ,  1934 
Liabilities and capital
Current liabilities:
Accounts payable.......................................................................... $ 35,000
Due to former officers................................................................. 20,000
Liabilities subject to extension agreement:
Unsecured notes...........................................................................  $ 62,222
First mortgage bonds —  past due...........................................  77,778
$ 55,000
First mortgage bonds (payable $50,000 a year beginning 
April 1, 1938)................................................................................
Capital:
Capital stock —  authorized and outstanding, 1,300 shares
140,000
350,000
of a par value of $100 each...................................................  $130,000
Surplus............................................................................................  67,500 197,500
T otal............................................................................................ $742,500
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(2) If the company had been a party to the agreement to 
repurchase the capital stock (1,250 shares) held by the bank, 
the amount of the unpaid balance [$20,000 — (15 x $500)] 
$12,500 would be shown as a liability. The “ contract to pur­
chase capital stock, $20,000 ” would be shown on the asset side.
(3) The following table of bond discount amortization was 
probably prepared at the time the bonds were issued, April 
1, 1929.
T he “A” Company
Schedule o f bond discount amortization
April 1, 1929
Year
ending Bonds
March 31st outstanding Fraction Amortization
1930................ .....................................$  500,000 50/275 $ 9,090.91
1931................ ..................................... 450,000 45/275 8,181.82
1932................ ....................................  400,000 40/275 7,272.73
1933................. 35/275 6,363.64
1934......................................................  300,000 30/275 5,454.55
1935......................................................  250,000 25/275 4,545.45
1936................. ....................................  200,000 20/275 3,636.36
1937................. ....................................  150,000 15/275 2,727.27
1938................. ....................................  100,000 10/275 1,818.18
1939......................................................  50,000 5/275 909.09
T o ta ls . . . .. ...................................  $2,750,000 275/275 $50,000.00
If  it may be assumed that the bond discount for the years 
ended March 31, 1930, 1931, 1932, and 1933 ($30,909.10) was 
written off to expense, the remaining balance ($19,090.90) should 
be amortized according to the following revised schedule.
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T he “A” Company
Revised schedule of bond discount amortization
Year
ending
March 31st
April 1, 1933
Bonds
outstanding Fraction Amortization
1934........... .........................................  $ 350,000 35/280 $ 2,386.36
1935........... .........................................  350,000 35/280 2,386.36
1936........... ............................ ............  350,000 35/280 2,386.36
1937........... .............................. ..........  350,000 35/280 2,386.36
1938........... .........................................  350,000 35/280 2,386.36
1939........... .........................................  300,000 30/280 2,045.45
1940........... .........................................  250,000 25/280 1,704.55
1941........... .........................................  200,000 20/280 1,363.64
1942............ .........................................  150,000 15/280 1,022.73
1 9 4 3 .......... .........................................  100,000 10/280 681.82
1944............ .........................................  50,000 5/280 340.91
Totals. .........................................  $2,800,000 280/280 $19,090.90
No. 5. The profits for the three years may be determined as 
follows:
Capital (Adams) at January 1, 1933...........................................................  $51,467.95
Add —  withdrawals by Adams at the rate of $10,000 a year for
three years......................................................................................................  30,000.00
T otal............................................................................................................  $81,467.95
Deduct —
Original capital contributed by Adams........................  $40,000.00
Interest on original capital for three years at 6% per
annum................................................................................ 7 ,200.00 $47,200.00
Profit (after interest) credited to Adams..........................  - $34,267.95
Profit (after interest) credited to Bede (50% of
$34,267.95)..........................................................................  17,133.97
Total profit (after interest) for the three years. . . .  $51,401.92
The statement of the yearly profits, interest on original capitals 
and the remaining profits follows:
Profits Interest
before on original Total
Year Sales Fraction interest capitals profits
1930 ....................  $250,000.00 250/625 $20,560.77 $ 3 ,900.00 $24,460.77
1931 ........................ 200,000.00 200/625 16,448.61 3 ,900.00 20,348.61
1932 ........................ 175,000.00 175/625 14,392.54 3 ,900.00 18,292.54
T otals........  $625,000.00 625/625 $51,401.92 $11,700.00 $63,101.92
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Adams and B ede
Statement of partners’ capital accounts for the period January 1, 1930, to 
December 31, 1932
Adams Bede
⅔  ⅓  Total
1930:
Original contributions, January 1 ,  1930. $40,000.00 $25,000.00 $65,000.00  
Interest on original capital for the year. 2 ,400 .00  1,500.00 3 ,900.00
Remaining profits for the year............... 13,707.18 6 ,853.59 20,560.77
T otals....................................................... $56,107.18 $33,353.59 $89,460.77
Withdrawals during the year................. 10,000.00 7,500.00 17,500.00
Balance, January 1, 1931........................ $46,107.18 $25,853.59 $71,960.77
1931:
Interest on original capital for the year. 2 ,400 .00 1,500.00 3 ,900 .00
Remaining profits for the year............... 10,965.74 5,482.87 16,448.61
T otals....................................................... $59,472.92 $32,836.46 $92,309.38
Withdrawals during the year.................. 10,000.00 7,500.00 17,500.00
Balance, January 1, 1932........................ $49,472.92 $25,336.46 $74,809.38
1932:
Interest on original capitals for the year. 2 ,400.00 1,500.00 3,900.00
Remaining profits for the year.............. 9,595.03 4,797.51 14,392.54
Totals........................................................ $61,467.95 $31,633.97 $93,101.92
Withdrawals during the year.................. 10,000.00 7,500.00 17,500.00
Balance, December 31, 1932................... $51,467.95 $24,133.97 $75,601.92
Add: payment for goodwill (note)........ 15,000.00
Amount paid to Bede............................... $39,133.97
Balance, in Adams’ capital account,
January 1, 1933.....................................  $51,467.95
N ote.— It is assumed that $15,000 in cash was paid to Bede 
on December 31, 1932, when he withdrew from the partnership.
No. 6. Computation of average capital of the partners:
Partner A:
8/12 of $10,000....................................................................  $ 6,666.67
4/12 of 7,000....................................................................  2 ,333.33
Average capital for the year........................................ $ 9 ,000.00
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Partner B:
6/12 of $30,000....................................................................  $15,000.00
6/12 of 28,000....................................................................  14,000.00
Average capital for the year........................................  $29,000.00
Total average capital of both partners.............................. 38,000.00
A was to furnish ¼ and B ¾  of the total capital for the year. The following 
statement shows the excess or deficiency of capital of the partners.
Partners:
A ( ¼ ) ............................................................
B ( ¾ ) ....................... ....................................
Totals.......................................................
Capital
Agreed Furnished
$ 9,500.00 $ 9,000.00
28,500.00 29,000.00
$38,000.00 $38,000.00
Excess or 
deficiency*
$500.00*
500.00
$
The entries made at the end of the year are incorrect. The 
interest charges to both accounts may be considered as charges 
against the equal distributions of profits, and the following entry 
should be made to correct the accounts.
A capital......................................................................................... $30.00
B capital....................................................................................  $30.00
To charge A and credit B with interest at 6%  per annum 
on the $500 excess and deficiency in their capital accounts 
as agreed.
No. 7. The rental is made up of two amounts:
A. 15% of the gross receipts up to a point where the theatre earns a profit 
equal to one-half of the total rental, and
B. 50% of the gross receipts beyond that point.
Hence, if we let X  represent the gross receipts on which the 
15%  rental is paid, ($1,000 — X) will represent the remainder 
of the gross receipts, and
.15X =  the rental under A 
.50 ($1,000 —  X ) =  the rental under B
.15X +  .50 ($1,000 —  X ) =  total rental 
$500 —  .35X =  total rental
From (A) above,
X  —  $400 (expenses) =  one-half the total rental 
and 2X —  $800 =  total rental
Therefore 2X  —  $800 =  $500 —  .35X  
2.35X =  $1,300
X  =  $553.19
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Computation of rental:
A. 15% of $553.19 =  $ 8 2 .9 8
B. 50% of ($1,000— $553.19) =  223.40
Total $306.38
Proof:
Gross receipts on which A is computed (X ) . .  $553.19 
Less: expenses.............................. , .........................  400.00
Profit thereon, before rental................................ $153.19, which is one-half the 
total rental.
Commercial Law, November, 1934
No. 1. Unregistered bonds are negotiable instruments and the 
purchaser became a holder in due course in that he took them 
in good faith and for value with no notice of defect in the title 
of the person negotiating them. Stock certificates are not 
negotiable instruments, and at common law even where a lost 
or stolen certificate has been endorsed in blank a bona-fide 
purchaser acquires no title as against the true owner unless 
the latter has been guilty of such negligence as will estop him 
from the assertion of his title. As these certificates were lost 
in a railroad accident, it would seem that there was no negligence 
and therefore no estoppel. Thus the purchaser became the 
legal owner of the bonds, but he did not become the legal 
owner of the stock certificates. (The uniform stock-transfer 
act, which has been adopted in a number of states, provides 
that the delivery of a certificate to transfer title shall be 
effectual though made by one having no right of possession and 
having no authority from the owner of the certificate, and under 
the provision of this act even a thief may pass title to a pur­
chaser for value and without notice.)
No. 2. Andrews as trustee may not delegate discretionary duties 
such as the determination of the use to which the real property 
is to be put, the rental to be asked of tenants, etc. He must 
make the decision in such matters. He may, however, delegate 
ministerial duties which are usually performed by agents. Thus, 
he may employ janitors, caretakers, etc., and he may even 
employ real-estate agents to collect the rent and attend to 
the routine affairs of management. He must use reasonable 
care in the selection and supervision of such agents and 
employees.
No. 3.
(a) The attempted exercise by a corporation of powers which
are not incident to those which are either expressly 
granted or necessarily implied is "  ultra vires."
(b) An example of an untra-vires act would be the opening
of an hotel by a corporation organized to conduct a 
newspaper.
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No. 4. In the absence of an express agreement to the contrary 
every partnership is dissolved by the death of one of the part­
ners, and the only effect of Watson’s will would be to leave 
to his wife his share in the unliquidated partnership assets. 
His wife did not become a partner with Titus by virtue of 
this legacy.
No. 5.
(a) The power of attorney, being security for money borrowed,
is a power coupled with an interest. I t  is deemed 
irrevocable and is not canceled by the death of Davis, 
the principal, prior to the repayment of the loan.
(b) As the power is not canceled, a tenant knowing of Davis’
death can discharge his obligation for rent accrued prior 
thereto by paying Harrison.
No. 6. Kenyon can be compelled to pay the amount of his 
subscription. Although it is difficult to state a logical theory 
of consideration in such a case, the American courts recognize 
the creditors’ right to enforce payment of a business sub­
scription, on the theory that such a subscription is an offer 
to contract which becomes binding as soon as the work toward 
which the subscription was promised has been done or begun 
or a liability incurred in regard to such work on the faith of 
the subscription.
No. 7.
(a) Letters patent are granted to inventors by the United
States and give the full and exclusive right of making, 
using and selling to others to be used the invention for 
the term of years stated in the patent.
(b) By complying with certain United States statutes as to
registration, authors or publishers may obtain copyrights 
which give them the exclusive right to multiply, publish 
and sell copies of literary or artistic productions. A 
copyright is thus the right to make such a work public 
and still retain the beneficial interest in it.
(c) A trade-mark is a sign, device or mark by which articles
produced or dealt in by a person or firm are distinguishable 
from those produced or dealt in by rival manufacturers 
or dealers. The exclusive right to a trade-mark is 
obtained by prior use.
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No. 8. The drawee’s acceptance by separate written instructions 
was a binding acceptance, but the drawee can not be held 
liable for a larger amount than $1,000, the amount stated in 
his acceptance. The alteration of the instrument did not 
invalidate it except to the amount in excess of $1,000, and 
assuming that the payee gave value for the bill the payee can 
collect $1,000 from the drawee.
No. 9. The common law comprises the body of those principles 
and rules of action relating to the government and security 
of persons and property which derive their authority solely 
from the usages and customs of immemorial antiquity or from 
the judgments and decrees of the courts recognizing, affirming 
and enforcing such usages and customs, as distinguished from 
the law created by the enactment of legislation (statutory 
law). The common law is particularly the ancient unwritten 
law of England.
No. 10. There has been a considerable diversity of decision on 
this point, but the present tendency is to hold that justice 
between the parties demands an accounting by the agent in 
nearly all cases, and that if a third person gives to the agent 
money for delivery to the principal in payment for a crime 
which the principal has committed, the agent is under a duty 
to execute the trust, at least in cases where the crime was 
complete before any act was done by the agent and the pay­
ment to the agent is not in itself a part of the crime. Marks 
can therefore recover.
No. 11. When the buyer of goods is or becomes insolvent, the 
unpaid seller who has parted with the possession of the goods 
has the right to stop them in transitu, that is to say, he may 
resume possession of the goods at any time while they are in 
transit, and he will then become entitled to the same rights 
in regard to the goods as he would have had if he had never 
parted with possession. The right ceases to exist if the buyer 
or his agent obtains delivery of the goods before their arrival 
at the appointed destination, or if after the arrival of the 
goods at the appointed destination the carrier or other bailee 
acknowledges to the buyer or his agent that he holds the goods 
on his behalf and continues in possession of them as bailee
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for the buyer or his agent or if the carrier or other bailee wrong­
fully refuses to deliver the goods to the buyer or his agent.
No. 12. The landlord’s claim is based on the law relating to 
fixtures. The landlord evidently contends that because Emer­
son had connected his radio to the apartment, the radio became 
a part of the realty. The law of fixtures is not at all well 
settled, but in  this case the best opinion would seem to be 
that the landlord’s contention should not be sustained, because 
Emerson could readily remove the landlord’s radio and replace 
it, and according to the customs of modern life there is nothing 
permanent about the attachment of the radio.
Accounting Theory and Practice, Part II, November, 1934 
No. 1.
(1) A statement showing in columnar form the balance-sheets 
of the three drug companies after decentralization on December 
31, 1933:
Assets
Star
Drug
Company
Mormon
Drug
Company
Gulf
Drug
Company
Current assets:
Cash...................................................... . . . .  $ 60,000 $ 54,000 $ 36,000
Accounts receivable.......................... 125,000 100,000 70,000
Inventories.......................................... 140,000 120,000 115,000
Total current assets..................... . . . .  $ 325,000 $ 274,000 $ 221,000
Due from Gulf Drug Company......... . . . .  $ 106,400 $ 14,760 $
Plant and equipment.............................. . . .  $1,500,000 $1,300,000 $1,000,000
Investment (at cost):
Star Drug Company........................ . $ 50,000 $ 300,00
Mormon Drug Company................... . . .  $ 100,000 10,000
Gulf Drug Company......................... 200,000 75,000
Total investments.......................... . . . .  $ 300,000 $ 125,000 $ 40,000
Total assets...................................... . . . .  $2,231,400 $1,713,760 $1,261,000
Liabilities and net worth
Accounts payable....................................... . .  $ 35,600 $ 32,040 $ 21,360
Due to Star Drug Company...................
 
106,400
Due to Mormon Drug Company.......... 14,760
Bonds outstanding.................................... . .  1,197,400 783,160 519,440
Total liabilities................................... . .  $1,233,000
$
815,200 $ 661,960
N et worth:
Capital stock.......................................... . .  $ 500,000 $ 400,000 $ 450,000
Surplus..................................................... 498,400 498,560 149,040
Total net worth................................. . .  $ 998,400 $ 898,560 $ 599,040
Total liabilities and net w o r th ... . . .  $2,231,400 $1 ,713,760 $1 ,261,000
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The following adjusting entries and working papers are presented for explanatory 
purposes only. This section of the problem can readily be solved by the candi­
date without the use of detailed working papers, although comments and tables 
similar to those following entry No. 5 should be included with the solution.
Explanatory adjusting entries 
(1)
Cash:
Star Drug Company........................................................... $ 60,000
Mormon Drug Company..................................................  54,000
Gulf Drug Company..........................................................  36,000
Cash...................................................................................  $150,000
To record the distribution of cash on the basis of 
the adopted ratio 40: 36: 24.
(2)
Accounts payable..................................................................... $ 89,000
Accounts payable:
Star Drug Company......................................................  35,600
Mormon Drug Company..............................................  32,040
Gulf Drug Company...................................................... 21,360
To record the distribution of the accounts payable 
on the basis of the adopted ratio 40:36: 24.
(3)
Investments: (at cost)
Star Drug Company...........................................................
Mormon Drug Company.................... .... $100,000
Gulf Drug Company................................  200,000
Mormon Drug Company.............................
Gulf Drug Company................................  75,000
Star Drug Company.................................  50,000
Gulf Drug Company.....................................
Mormon Drug Company......................... 10,000
Star Drug Company.................................  30,000
Surplus (excess of par over book value of inter­
company holdings)..........................................................
Capital adjustment account.............................................
To record distribution of investments at cost.
300,000
125,000
40,000
100,000
565,000
Capital stock..............................
Capital adjustment account..
Capital stock:
Star Drug Company. . . .  
Mormon Drug Company 
Gulf Drug Company. . . .
(4)
785,000
565,000
500,000
400,000
450,000
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To record the redistribution of the capital stock of 
the foregoing companies.
(5)
Surplus.......................................................................................  $1,146,000
Surplus:
Star Drug Company......................................................
Mormon Drug Company..............................................
Gulf Drug Company........... .........................................
To record the distribution of the surplus account in 
the adopted ratio of 40:36:24, after allowing for the 
distribution of the capital stock.
$ 498,400 
498,560 
149,040
The combined net worth of the three companies on December 31, 1933, may 
be computed as follows:
N et worth of Continental, Inc.:
Capital stock....................................................................  $ 785,000
Surplus...............................................................................  1,246,000 $2,031,000
Inter-company stock holdings:
Star Drug Company......................................................
Mormon Drug Company..............................................
Gulf Drug Company......................................................
$ 300,000 
125,000
40,000 465,000
T otal............................................................................... $2,496,000
This net worth is to be distributed on the adopted basis of 4 0 :36:24 .
Company
N et
worth
Capital stock 
(entry No. 4)
Surplus 
(entry No. 5)
Star Drug Company.................... . . . .  $ 998,400 $ 500,000 $ 498,400
Mormon Drug Company............ 898,560 400,000 498,560
Gulf Drug Company.................... 599,040 450,000 149,040
Totals...................................... . . . .  $2,496,000 $1,350,000 $1,146,000
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The differences between the net worths of the companies shown above and 
the distribution of cash, accounts payable and their own assets and bonds are to 
be adjusted by means of current accounts as between the companies. The entry 
to record these current accounts follows:
(6)
Star Drug Company:
Due from Gulf Drug Company................................................ $106,400
Mormon Drug Company:
Due from Gulf Drug Company................................................ 14,760
Gulf Drug Company:
Due to Star Drug Company............................................  $106,400
Due to Mormon Drug Company....................................  14,760
To record the adjustments in the current accounts of the 
decentralizing companies.
(2) A statement showing that the adopted ratio 40:36: 24 approximately agrees 
with the proportions existing on December 31, 1928:
Companies
Adopted
ratio
Book
values
Under, 
or over*
Star Drug Company.............. ......... $ 975,120.48 $ 972,591.24 $2,529.24
Mormon Drug Company. . . , ......... 876,393.06 875,332.11 1,060.95
Gulf Drug Company............. .......... 579,964.55 583,554.74 3,590.19*
Totals.............................. .. ......... $2,431,478.09 $2,431,478.09 $
The net worth of the three companies at December 31, 1928, may be analyzed
as follows:
Mormon
Drug
Company
$400,000
375,000
Gulf
Drug
Company
$450,000
81,000
Total
$1,350,000
646,000
Capital stock......................................
Surplus.................................................
Star
Drug
Company
$500,000
190,000
Total net worth......................... $690,000 $775,000 $531,000 $1,996,000
Inter-company stockholdings (at
cost):
Star Drug Company.................... $ 50,000 $ 30,000 $ 80,000
Mormon Drug Company............ $100,000 10,000 110,000
Gulf Drug Company.................... 200,000 75,000 275,000
Total inter-company holdings. $300,000 $125,000 $ 40,000 $ 465,000
N et assets, other than inter-com­
pany stockholdings at c o s t .. . $390,000 $650,000 $491,000 $1,531,000
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It may be assumed that the inter-company stockholdings were carried on the 
hooks of the several companies at cost. The book values of these holdings are 
unknown, but they may be determined by the following method:
Let S =  the adjusted net worth of the Star Drug Company.
M =  the adjusted net worth of the Mormon Drug Company.
G =  the adjusted net worth of the Gulf Drug Company.
S =  $390,000 +  1,200/4,000M +  2,500/4,500G, or
(1) S =  $390,000 +  .3M +  5/9G.
M =  $650,000 +  1,000/4,500G +  500/5,000S, or
(2) M =  $650,000 +  2/9G  +  .1S
G =  $491,000 +  50/4,000M +  400/5,000 S, or
(3) G =  $491,000 +  .0125M +  .08S
Eliminate the fraction by multiplying (1) and (2) by 9:
(4) 9S =  $3,510,000 +  2.7M +  5G
(5) 9M =  $5,850,000 +  2G +  .9S 
Transpose (3), (4) and (5):
(6) —  .08S—  .0125M  + G =  $ 491,000
(7) 9. S — 2.7 M —  5G =  $3,510,000
(8) —  .9 S +  9. M —  2G =  $5,850,000
Multiply (7) by 2 and (8) by 5; and subtract:
(9) 4-18.0S —  5.4M—  10G =  $ 7,020,000
(10) —  4.5S 4- 45.0M—  10G =$29,250,000
(11) 22.5S —  50.4M =  — $22,230,000
Multiply (6) by 2 and change signs and subtract (8) therefrom:
(12) —  .16S—  .0 2 5 M 4 - 2 G =  $ 982,000 
( 8) 4- -90S —  9.000M 4- 2G =  —$5,850,000
(13) —  1.06S +  8.975M =  + $ 6,832,000
Change signs in (13):
(14) 4- 1.06S —  8.975M =  —$6,832,000
Multiply (11) by 1.06 and (14) by 22.5; and subtract:
(15) 23.85S—  53.4240M = — $ 23,563,800
(16) 23.85S —  201.9375M =  —  153,720,000
(17) 4- 148.5135M =  + $ 130,156,200
(18) M =  $ 876,393.06
Substitute $876,393.06 for M in (14):
(19) 1.06S —  8.975($876,393.06) = —$6,832,000.00, or
(20) 1.06S —  $7,865,627.71 =  —$6,832,000.00, or
1.06S =  $1,033,627.71, or
S =  $ 975,120.48.
Substitute $876,393.06 for M and $975,120.48 for S in (3):
(21) G =  $491,000.00 4- .0125 ($876,393.06) +  .08 ($975,120.48), or 
G =  $491,000.00 +  $10,954.91 +  $78,009.64, or
G =  $579,964.55.
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Proof:
S =  $390,000 +  .3M +  5/9G  
=  $390,000 +  $262,917.92 +  $322,202.53 
=  $975,120.45
M =  $650,000 +  2 /9  G +  .1S
=  $650,000 +  $128,881.01 +  $97,512.05 
=  $876,393.06
No. 2.
T he E lectric Company 
Balance-sheet December 31, 1933
Assets
Current assets:
Cash.................................................................................................
Accounts receivable —  current.................................................
Inventories.....................................................................................
Due from officers and employees.................................................
Accounts receivable —  due July 1, 1935....................................
Uncompleted contracts:
Installation contracts in process................................... ..........
Less: reserve for uncompleted contracts................... ............
Prepaid expenses:
Prepaid insurance, commissions, etc .................................... .
Advances to salesmen.................................................................
Exhibit “A  ”
$ 25,000  
110,000
53,000 $188,000
7,000
25,000
$ 75,000  
50,000 25,000
$ 13,500
2,000 15,500
Stockholders’ subscriptions............................................................
(Demand note dated March 1, 1928)
Factory equipment...........................................................................
Less: reserve for depreciation........................................................
Patents, less amortization..............................................................
Contract balance, past due (secured by customer bank stock, 
face value $12,000, not marketable).......................................
Less: reserve for bad debts............................................................
7 ,500
$164,000 
33,000 131,000
75,000
$ 11,000 
11,000
$474,000
Liabilities and net worth
Current liabilities:
Accounts payable.........................................................................
Salesmen’s commissions..............................................................
Accrued wages..............................................................................
Dividend payable.........................................................................
Reserve for income taxes...........................................................
$ 80,800 
9,500  
2,700  
6,000
15,663 $114,663
Reserve for unearned income on inspection service contracts. 22,917
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N et worth:
Capital stock:
Six per cent preferred.......................................
Common...............................................................
$200,000 
50,000 $250,000
Surplus (exhibit “ B ”) ......................................... 86,420 $336,420
$474,000
N ote.— The company has unbilled contracts, on which no 
work has been performed at December 31, 1933, amounting to 
$38,000.
Exhibit “B ”
T he Electric Company
Statement of surplus account for the year ended December 31, 1933
Balance, per books, January 1, 1933..........................................  $102,000
Deduct:
Dividends paid on preferred stock for the six months 
ended December 31, 1932...................................................... $ 6,000
Provision for possible loss on the past due contract balance 11,000 
Adjustment of income on contracts billed in 1932 which
were one-half completed at December 31, 1932.............  37,500
Provision for reserve for unearned income on inspection
service contracts......................................................................  22,917 77,417
Adjusted balance, January 1, 1933........... .................................. $ 24,583
Profits for the year 1933, before provision for income taxes
(exhibit “ C ”) ..............................................................................  89,500
T otal...............................................................................$114,083
Deduct:
Dividends paid on preferred stock for the six months 
ended:
June 30, 1933........................................................... $6,000
December 31, 1933................................................. 6,000 $ 1 2 ,0 0 0
Provision for federal and state income taxes.......................  15,663 27,663
Balance, December 31, 1933.........................................................  $ 86,420
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Exhibit “C ”
T he Electric Company
Statement of profit and loss for the year ended December 31, 1933
Installation Repair Inspection
contracts service contracts Total
Income from contracts......................... $262,500 $30,000 $50,000 $342,500
Materials, labor and factory overhead 131,250 20,000 10,000 161,250
Gross profit on contracts..................... $131,250 $10,000 $40,000 $181,250
Deduct expenses:
Selling.......................................... .......... $60,000
General and administrative.............. 38,750 98,750
N et profit from operations............................................................  $ 82,500
Other income.....................................................................................  7,000
Net profit for the year, before provision for income taxes... $ 8 9 ,5 0 0
Explanatory adjusting entries
(1)
Completed contracts —  current...................................................  $110,000
Completed contracts —  due July 1, 1935..................................  25,000
Due from officers and employees —  current............................. 7 ,000
Uncompleted installation contracts —  billed............................  75,000
Overdrawn salesmen’s accounts.................................................... 2 ,000
Stockholders’ subscriptions............................................................ 7 ,500
Contract balance, past due................................................................. 11,000
Accounts receivable................................................................. $237,500
To distribute the balance carried as accounts receivable.
(2)
Surplus (dividends).......................................................................... $ 6,000
Dividend payable on preferred stock (January 1 5 , 1934) $ 6 ,000
To record the dividend declared on the $200,000 preferred 
stock (6%) for the half year ended December 31, 1933; 
payable on January 15, 1934. See minutes of directors* 
meeting, December 15, 1933. (N o te— This charge is 
made directly to the surplus account, inasmuch as the 
dividend-paid account shows a charge for the full year. 
Theoretically, this debit should be to dividends-paid 
account, and a correcting entry for $6,000 should be 
made to transfer to surplus the dividend paid during 
1933 which, apparently, was declared in 1932 for the 
half year ended December 31, 1932.)
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(3)
Surplus.................................................................................................  $ 11,000
Reserve for bad debts............................ . .............................  $ 1 1 ,0 0 0
To provide for possible loss on the past due contract 
balance, secured by customer bank stock (not marketable).
(Note —  It is not known when this account arose. As 
the company does not use the reserve basis in providing 
for uncollectible accounts, and as sufficient information 
is not available to determine whether the account is 
deductible for tax purposes, the write-off is made to
surplus, rather than to income for 1933.)
(4)
Surplus................................................................................................  $ 37,500
Income from contracts —  installation...............................  $ 37,500
To charge surplus and to credit current income with one- 
half of the installations which were billed in 1932 but 
were only one-half completed at December 31, 1932.
(5)
Income from contracts —  installation........................................  $ 50,000
Reserve for uncompleted contracts....................................  $ 50,000
To transfer from the income account to a reserve account 
the uncompleted portion (⅔ ) at December 3 1 , 1933, of the 
contracts for installation fully billed to customers.
(6)
Income from contracts —  installation........................................  $ 38,000
Unbilled contracts...................................................................  $ 38,000
To reverse the charges for unbilled contracts, on which 
no work had been performed at December 31, 1933.
(7)
Surplus................................................................................................   $ 22,917
Reserve for unearned income on inspection service
contracts................................................................................  $ 22,917
To charge surplus and to set up a reserve for services 
billed but not yet rendered on the inspection service 
contracts. (Note —  The charges were uniform in 
amount each month for both 1932 and 1933. Hence, on 
the contracts in force at December 31, 1932, and also, at 
December 31, 1933, there was unearned income of 
$22,917. On the contracts billed January 1st, the full 
year’s service has been rendered. Those billed Febru­
ary 1st would still have one month’s service credit at De­
cember 31st; those billed March 1st, two months’ credit; 
etc. As the monthly charge is $4,166.67 ($50,000 ÷  
12), the amount of the necessary reserve may be com­
puted as shown on the following page.)
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February (1/12 of $4,166.67).....................  $ 347.22
December (11/12 of $4,166.67).................. 3,819.45
T otal.............................................................. $ 4 ,166.67
Average (divide by 2 ) ..............................  $ 2 ,083.33
Multiply by number of periods.............  11
Total unearned income............................  $22,917.00
(8)
Surplus................................................................................................  $ 15,663
Reserve for income taxes. . .  .............................................  $ 15,663
To provide for federal and state income taxes for the 
year 1933 as follows:
Profit per books............................................. ... $140,000
Adjustments:
Entry No. 4 ..................................................... 37,500
T otal.............................................................  $177,500
Deduct:
Entry No. 5 .................................. $50,000
Entry No. 6 .................................. 38,000 88,000
Adjusted income................................................. $ 89,500
Tax (17½ % ) ...................................................... $ 15,663
(Note.— The problem states that the change in the method of 
accruing income need not be considered.)
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No. 3.
(A) Computation of the book value per share:
6%
preferred Common
Division
of
surplus
8%
preferred
(1) Current year’s dividends unpaid:
Capital stock.............................. $200,000 $300,000 $500,000
Requirements for current year
(6% for common)................. $ 64,000 16,000 18,000 30,000
Participating:
2/10 of $36,000...................... 7,200 7,200
3/10 of $36,000...................... 10,800 10,800
5/10 of $36,000...................... 18,000 18,000
T otals....................................... $100,000 $223,200 $328,800 $548,000
Book value, per share................... $ 111.60 $ 109.60 $ 109.60
(2) Dividends unpaid for two years:
Capital stock.............................. $200,000 $300,000 $500,000
Accumulated dividends for one
year........................................... $ 18,000 18,000
Requirements for current year. 64,000 16,000 18,000 30,000
Participating:
2/10 of $18,000...................... 3,600 3,600
3/10 of $18,000...................... 5,400 5,400
5/10 of $18,000...................... 9,000 9,000
T otals................................... $100,000 $219,600 $341,400 $539,000
Book value per share.................... $ 109.80 $ 113.80 $ 107.80
(3) Dividends unpaid for three years:
Capital stock.............................. $200,000 $300,000 $500,000
Accumulated dividends for two
years......................................... $ 36,000 36,000
Requirements for current year. 64,000 16,000 18,000 30,000
T otals................................... $100,000 $216,000 $354,000 $530,000
Book value per share.................... $ 108.00 $ 118.00 $ 106.00
(B) Computation showing what dividends could legally be 
declared to the various classes of stockholders, assuming that 
the 6 per cent. stock is non-participating, the 8 per cent. stock
ACCOUNTING—NOVEMBER, 1934 297
is participating on the basis stated in the problem and no
dividends are in arrears:
Division
of 8% 6%
surplus preferred preferred Common
Capital stock................................... $200,000 $300,000 $500,000
Requirements for currant y e a r .. $ 64,000 16,000 18,000 30,000
Participating:
2 /7  of $36,000............................ 10,286 10,286
5/7 of $36,000............................ 25,714 25,714
T otals....................................... $100,000 $226,286 $318,000 $555,714
Amount of dividends which could
be declared.................................. $100,000 $ 26,286 $ 18,000 $ 55,714
No. 4. The first point to consider in this problem is what value 
is to be assigned to the land (fireclay deposit). The problem 
definitely states that the buildings, equipment and current 
assets are to be taken over at book value, the balance (of the 
$400,000 of stock) being the payment for the land. If  this 
may be interpreted as meaning that the stock is to be issued 
at par, the entry to record the acquisition of the properties
would be:
Buildings............................................................................................  $ 50,000
Equipment.........................................................................................  100,000
Current assets...................................................................................  100,000
Land.....................................................................................  .............  150,000
Capital stock (unissued)........................................................  $400,000
To record the purchase of the above assets from the Beta
Firebrick Company for which $400,000 of stock was 
issued in payment.
If the land were appraised, or if some valuation was placed 
upon it when purchased, such appraised or agreed upon valuation 
could be used in recording the purchase of this asset; but the 
excess of the appraised or agreed upon valuation over $150,000 
should be credited to an unrealized-surplus account.
The best method to provide for depletion of the land account, 
and for depreciation of the buildings (which would have no value 
after the fireclay was exhausted) would be the “ production 
method ”— that is, to divide the cost of the asset by the number 
of tons (12,000,000) to get the rate per ton. The periodic charge 
will be the number of tons produced during the period multiplied 
by the rate.
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The rate per ton is shown below:
Asset Cost Per ton
Land...............................................................................  $ 150,000
Less: residual value....................................................  10,000 $140,000 $.01167
Buildings....................................................................... $ 50,000 $.00416
The equipment should be depreciated on the basis of 10 per 
cent. per annum, for the problem states that “ the equipment 
would be sufficiently provided for by an annual provision of 10 
per cent. of the cost to the Alpha Company.” Whether this 
statement can be interpreted to indicate that the 12,000,000 
tons of clay will be removed within ten years is questionable. 
However, it would be well to consider the advisability of pro­
viding at least 10 per cent. per annum for depreciation on the 
buildings, if the production should fall below 1,200,000 tons 
during any one year.
The annual charge for depreciation on the equipment would be: 
10% of $100,000, or $10,000
On the above assumption, the minimum charge for depreciation 
on the buildings would be:
10%  o f  $ 50,000, or $ 5,000
No. 5. The K Company should record the interest due (if not 
already on the books) by a debit to the account of “ M Com­
pany.” Any rents collected or management expenses paid 
during the six months should be credited or charged against 
this account. At the end of the period, a debit balance in the 
account indicates the amount of the claim which K Company 
has against M Company. Any credit balance in the account 
represents the liability of K Company to M Company.
When K  Company is appointed by the court as receiver of
rents for M Company, the balance in its account with M Com­
pany should be transferred to a new account called “ M Company 
in receivership ” or “ M  Company — receivership account.”
If  this balance is a credit balance, it represents an asset of the 
receivership and should be so recorded in the receivership accounts.
During the second six months the rents collected and the 
expenses paid (as authorized by the court) should be recorded
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in accounts called “ M Company — in receivership — rents 
collected ” and “ M Company — in receivership — expenses 
paid.” The offsetting debits and credits would be cash items 
deposited in or drawn out of a separate bank account.
No. 6. As the entries were made on the books one day before 
adjudication, it may be assumed that the petition in bankruptcy 
had already been filed. In these circumstances, all the 
entries are improper, unless, under (b), the right to apply 
balances on deposit was specifically granted to the bank at 
the time the loan was made.
When the trustee sues the O Company and the bank, they 
may plead for the right of off-set in their defense.
The sale and delivery of all merchandise on hand to P Com­
pany, holder of unmatured notes payable to the N Company, 
is fraudulent and may be set aside as a preference. This trans­
action is also apparently in violation of the bulk-sales act.
No. 7. I t  would appear from the statement of the problem 
that the building was sold subject to the mortgage of $100,000, 
and that the T  Company was not released from its liability 
on this mortgage. Hence, the T  Company will be liable for 
any deficiency when the property is sold, and a reserve should 
be set up out of surplus to provide for this contingent liability. 
Assuming a conservative sales price of the property to be
$75,000 I would set up the facts in the balance-sheet as follows:
Liability on purchase-money mortgage........................................ $100,000
Less: estimated recovery on sale of property.............................. 75,000
Reserve for possible loss................................................................... $25,000
No. 8. The annual sinking-fund contribution to retire the bonds 
at maturity may be computed as follows:
The amount of $1 for 50 interest periods at 2% is .......................  $2,692
Deduct. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1.000 to obtain
The compound interest o f....................................................................  $1,692
The compound interest divided by the rate, or $1,692 ÷  .02, =  $84.6 the amount
of an annuity of $1.
The semi-annual sinking-fund contribution may be obtained 
by $20,000,000.00 ÷  $84.6 = ........................................................  $ 236,406.62
M ultiply by 2 to obtain the annual charge, or.................................. $ 472,813.24
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The annual cost is tabulated below.
Sinking-fund contributions..............................................................  $ 472,813.24
Maintenance charges.........................................................................  50,000.00
Interest charges (4% of $20,000,000)...........................................  800,000.00
T otal..................................................................................................  $1,322,813.24
For every foot passenger producing.............................................................  $ .05
Twenty automobiles will produce (20 X  50¢) ........................................... 10.00
T otal............................................................................................................. $ 10.05
Then $1,322,813.24 ÷  $10.05 = ................................................................... $131,623
(The necessary units of 1 foot passenger and 20 automobiles annually)
Number Rate Amount
Foot passengers................................................... 131,623 $.05 $ 6,581.15
Automobiles.........................................................  2 ,632,460 . 50 1,316,230.00
Total amount..................................................  $1,322,811.15
No. 9.
T he V  Company 
Schedule of amortization
Year
Bonds
outstanding Fraction
Amortization 
per annum
1930.................... ...........  $1,000,000 10/63 $ 7,936.51
1931.................... ...........  1 ,000,000 10/63 7,936.51
1932.................... ...........  1,000,000 10/63 7,936.51
1933.................... ...........  800,000 8/63 6,349.21
1934.................... ...........  700,000 7/63 5,555.56
1935.................... ...........  600,000 6 /6 3 4,761.90
1936.................... ...........  500,000 5/63 3,968.25
1937.................... ...........  400,000 4/63 3,174.60
1938.................... ........... 300,000 3/63 2,380.95
T otals......................... $6,300,000 63/63 $50,000.00
No. 10. The auditor should discuss the transactions with officers 
of the company and suggest that reserves be set aside, as 
follows:
In the first case, a reserve for the amount of possible damages.
In the second case, an addition to the reserve for uncollectible accounts to the
amount of the possible loss should the debtor void the contract.
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In the third case, an addition to the reserve for uncollectible accounts to the 
amount of the open book debts, if, under the statutes of the state or states, 
ultra vires may be pleaded as a defense. In some states, it may not be so 
pleaded. Generally, ultra vires is not a defense in completed transactions. 
However, if it should be in these cases, the reserve should be increased 
accordingly. The auditor should obtain legal opinions on these points.
If  the officers of the company do not agree to set up reserves 
against these transactions, the auditor should qualify his certifi­
cate accordingly.
AMERICAN INSTITUTE OF ACCOUNTANTS
Examination of May, 1935
Auditing, May, 1935
No. 1.
(a) Fixed overhead expenses are those expenses that are not
apt to be affected greatly by changes in production; and
Variable expenses are those that are apt to increase or 
decrease with production.
(b) Examples of fixed overhead expenses:
Real-estate taxes
Depreciation (normal) on buildings 
Insurance on buildings
Examples of variable overhead expenses:
Indirect labor, indirect material 
Die and small-tool costs
(c) Fixed overhead expenses per unit will decrease as production
increases and will increase as production decreases. 
Variable overhead expenses will not necessarily vary in 
exact ratio to the variation in the production. As pro­
duction increases the variable expenses are apt to 
increase at a lower rate. Conversely, as production 
decreases, the variable expenses may decrease at a slower 
rate. A point may be reached in production whereat 
many of the so-called variable expenses will become 
fixed expenses. For instance, production may be reduced 
to such a low point that the only indirect labor chargeable 
will be a skeleton organization which it will be necessary 
to maintain, even though the production falls below the 
point at which this group may be profitably utilized.
(d) Production (units).............. 100 500 1,000 1,500
Fixed expense:
Real-estate taxes:
Amount —  $1,000.
Cost per un it.................  $10.00 $2.00 $1.00 $ ,67
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Variable expense:
Indirect labor:
Amount........................... $500.00 $500.00 $1,000.00 $1,350.00
Cost per un it.................  5 .00 1.00 1.00 . 90
(e) I t is important for the manufacturer to recognize the dis­
tinction between fixed and variable expenses, so that he 
may accurately estimate his costs at varying production 
levels and may arrange his sales and manufacturing 
program.
No. 2.
(a) The “ unduly long terms of credit ” mentioned in the 
question indicate the possibility that certain of the 
receivables should not be included in the current-asset 
classification. If the contingency reserve is still regarded 
as necessary to protect the company against possible 
credit losses, the reserve should be deducted from the 
receivables as a reserve for bad debts or added to the 
bad debt reserve, if the company has one.
If  no further credit losses are expected, the contingency 
reserve should be restored to surplus, since the con­
tingency for which it was provided no longer exists. 
As the question states that the current assets have been 
satisfactorily verified, it may be assumed that the receiv­
ables are all current and properly valued and that the 
contingency reserve is no longer required.
The preferred stock “  had been retired through the sinking 
fund by purchases at par.” Apparently, it has not 
been canceled but is being carried in the treasury. 
Further, the question states “ according to the terms of 
the preferred-stock issue a sum of $50,000 is set aside 
annually ' out of surplus'  for the retirement of preferred 
stock.” This statement indicates that a reserve for the 
retirement of the stock is necessary.
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(b) Blank Corporation
Balance-sheet
December 31, 1933 
Assets
Current assets........................................................................... $1,600,000
Prepaid expenses...................................................................... 50,000
Plant account less reserve for depreciation....................  2,050,000
Total assets....................................................................... $3,700,000
Liabilities
Current liabilities..................................................................... $ 800,000
N et worth:
Capital stock.
Preferred —  7% cumulative ($50,000 to be retired 
annually):
Authorized..........................................  $1,000,000
In treasury........................... . ............  300,000
Outstanding........................................  $ 700,000
Common..................................................  1,500,000 $2,200,000
Reserve for retirement of preferred
stock.......................................................... 350,000
Surplus............................................... .. 350,000 2,900,000
$3,700,000
N ote.— The terms of the preferred stock issue provide for 
the retirement of the preferred stock in annual instalments of 
$50,000 each, to be deposited on March 1st of each succeeding year.
Blank Corporation
Surplus account 
December 31, 1933
Balance, December 31, 1932.........................................................  $450,000
Contingency reserve restored to surplus:
Balance of reserve, December 31, 1932.................................  $200,000
Less: bad debts written off........................................................  100,000
Balance restored to surplus..................................................  100,000
T otal............................................ ..............................................  $550,000
Reserve for retirement of preferred stock.................................  300,000
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Adjusted surplus, January 1, 1933.............................................. $250,000
Net income, 1933.............................................................................  150,000
T otal...........................................................................................  $400,000
Deduct: provision for the reserve for retirement of pre­
ferred stock for 1933................................................................... 50,000
Surplus, December 31, 1933..........................................................  $350,000
It should be recognized that the provisions of the statutes of 
the state of incorporation and the provisions of the company’s 
charter may affect the treatment of the preferred stock “ retired.” 
No. 3.
(a) The fact that the president and treasurer of both banks
have unrestricted access to the securities of both banks 
would suggest the possibility of their substituting assets 
belonging to one bank to cover up a shortage in the 
other.
(b) The auditor should proceed as usual with his audit of the
securities account by building up the balance to be on 
hand at the audit date from the purchase and sales 
invoices. His schedule should show, among other 
things, the exact name of the security, the date of 
issuance and maturity, the par value, the rate of interest 
(in the case of bonds) and, particularly, the number of 
the bond or certificate. This schedule should then be 
checked against the securities account to determine 
whether it is in agreement. The officers should be 
requested to deliver the securities owned by the invest­
ment bank for the auditor’s inspection. If these securities 
are not kept in the company’s own vaults, the auditor 
should request permission to accompany the officer or 
officers to the place of safekeeping. In his inspection the 
auditor should carefully note that the securities tendered 
to him are the identical securities shown in his schedule. 
If  they are not, he should insist upon auditing the 
securities of the other bank. If they are in agreement, 
he should point out to the officers the possibility of 
criticism and obtain their permission to perform an 
audit of the securities (and other relative accounts) of 
both institutions. In any event, the auditor should 
explain the situation in his report.
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No. 4. The auditor should obtain an explanation of the write-off 
of the balances from the person who made the entry and then 
verify it with the person who has the authority to order the 
charge-off. I t  will be noticed that while the total debits and 
credits have been decreasing, the amount of the write-offs has 
been increasing, and that the amount written off for the year 
1934 averaged more than $2,000 a month.
I t  may be found that the debits to the account represent 
amounts expended for freight; that the credits represent collections 
from customers for freight charges advanced; and that the balance 
may be collectible from or allowable to the customers. If  allow­
able to the customers, the write-off is in order. If  collectible 
from customers, the auditor should ascertain why these balances 
were charged off to expense and not collected.
As a start, the transactions entered in the account for the 
month of December, 1934, should be analyzed by matching the 
debits against the credits, by shipments. If  nothing is disclosed 
in the checking for this month, the test should be continued 
through November, October, etc., until the auditor has learned 
the reason for the differences.
He may find:
(1) that customers had not been billed for freight advanced;
(2) that there has been collusion between the “ auditor ” and the cashier;
(3) that some of the vouchers were false and were entered to cover up a
shortage in cash;
(4) that some of the vouchers were raised in amount after the “ auditor ” had
approved them;
(5) that some of the collections from customers were held out by the cashier
and not credited to the customers’ accounts.
(a) If the write-off is not in order, the effect upon the earnings
statements would be to overstate the expenses and to 
understate the earnings by the balances written off each 
year; the effect upon the balance-sheet would be to 
understate the net assets and surplus account by the 
same amount.
(b) The testing of the account, as suggested above, should be
made before any discussion with the client takes place. 
The result of the test should be disclosed to him, and an 
authorization to check the entire account should be 
requested.
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No. 5. The best method of showing all the facts would be to 
prepare a consolidated balance-sheet and a consolidated income 
statement, but, as this method is not to be permitted, the 
following is suggested:
The dividend from subsidiary A was declared from surplus 
earned since the X  Holding Company acquired this subsidiary; 
the dividend from subsidiary B was declared from surplus earned 
prior to the date of the acquisition. Hence, the dividend from 
A may be considered as income, but the dividend from B should 
be considered as a return of the investment in the stock of B.
In the income statement, I would show (after profits from 
operations) “ Dividends received from wholly owned subsidiary
A — $ .................. ” In the balance-sheet (after reducing the
investment account of B by the amount of the dividend received):
“ Investments in wholly owned subsidiaries (at cost):
A Company (book value $ ...................... ) $ ...............
B Company (book value $ ...................... ) ...............  $ ..............”
In the certificate, I would state that the accounts of the two 
wholly owned subsidiaries were not audited or consolidated in 
the statements.
No. 6.
(a) The auditor should inspect the policies and prepare a 
schedule showing:
(1) The number of the policy.
(2) The name of the company.
(3) The amount of insurance.
(4) The type of insurance (ordinary life, term, etc.)
(5) The amount of the premiums.
(6) The cash-surrender values.
(7) The name of the person whose life is insured..
(8) The name of the beneficiary.
(9) The amount of any lien and the nature thereof.
(10) Any other information indicated in any riders attached to the policies.
Written confirmation should be obtained directly from the 
insurance companies as to the amounts of insurance, the amount 
and explanation of any liens against the policies, the cash-surrender 
values of the policies at the date of the balance-sheet, the amount 
of any unpaid premiums and assurance that all rights and interests 
are vested in the corporation.
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(1) The kind of insurance.
(2) The amount.
(3) The names and offices of the insured.
(4) Any restrictions as to the payment of the proceeds of any policy held.
The balance-sheet, as a part of the report, should show the 
cash-surrender values of the policies and the amount of any 
loans obtained or other liens.
If  the corporation is not the unrestricted beneficiary, the cash- 
surrender value is not an asset of the company and should not 
be shown as such. Inquiry should be made to ascertain whether 
there is any outside agreement (not shown in the policies or as 
riders in the policies) in which it is agreed that the proceeds of 
any policy are to be used for some particular purpose, such as 
purchasing the capital stock of the company owned by the 
deceased. For example, assume that the corporation is paying 
the premiums on a policy insuring the life of the president of the 
company to the amount of $100,000; that the cash-surrender 
value of the policy is $40,000; that the amount borrowed on this 
policy by the corporation is $35,000; and that the corporation 
has agreed to purchase the stock held by the president, at his 
death, for the full amount of the policy, $100,000. Let us 
further assume that the president dies at this time. The insurance 
company pays the net proceeds of $65,000 (face of policy less the 
loan) to the corporation which is bound to pay $100,000 to the 
estate of the deceased president. In addition to the $65,000 
received from the insurance company, it must pay an additional 
$35,000 in cash for stock, which reduces the net worth of the
(b) The report should include the following information:
company by:
Treasury stock, at cost.............................. .................................... $100,000
Add —  cash-surrender value charged against surplus............ 40,000
T otal...........................................................................................  .................  $140,000
Less: amount received from insurance company.....................  $ 65,000
amount applied against loan............................................ .. 35,000 100,000
N et reduction of net w orth..........................................................  $ 40,000
Therefore, it is necessary that any such provisions should be 
the subject of comment in the report.
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(c) As the bank is primarily interested in knowing whether 
the corporation will be able to meet its obligations as 
they fall due, it should be informed as to the financial 
condition of the company at this time and should be 
aware of any possible important changes in that con­
dition which may arise upon the death of one of the 
managers. The cash-surrender values and the loans 
and other liens affect the financial condition. The pro­
ceeds of any insurance policy (if unrestricted) may com­
pensate the corporation for the loss of one of the managers. 
I f  all the information discussed above is given in the 
report, the lending officer will then have data to aid him 
in forming an opinion and making a decision regarding 
a loan.
No. 7. Selling the stock of a corporation for which I had recently 
completed an audit and rendered a certificate would be incom­
patible with the ethics of professional accounting. Even 
though the offer to sell the stock was received after the audit 
had been completed, prospective buyers of the stock would 
be skeptical of the truth that the audit report was prepared 
without bias. My reputation as a public accountant would 
be in jeopardy, and I would refuse the offer.
No. 8.
(a) The corporations would be required to file individual federal 
income-tax returns for the calendar year ended 1934, 
because the revenue act of 1934 limits the privilege of 
filing consolidated returns to railroad corporations.
Company A:
Interest on mortgage..........................................................  $6,000
Less: rent paid.....................................................................  4,000
N et taxable income........................................................  $2,000
The dividends of 52,000 on stock owned in Company B (a 
domestic corporation) are not taxable to Company A.
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The tax  liability would be ($2,000 X  13¾ %) $275
Company B:
Interest paid.........................................................................  $6,000
Less: rent received..............................................................  4,000
N et loss.............................................................................  $2,000
There is no tax liability.
(b) Consolidated returns were permitted for the year 1933, and 
the two companies should file returns on that basis. If 
this were done, the intercompany transactions covering 
the rent and interest on mortgage would be eliminated, 
and no taxable income would result. The saving effected 
would be the $275 payable by Company A, under (a).
No. 9.
(1) “Accounting control ”  is the control of operations by means of a budget
prepared from the accounting records, statistics and estimates. “ Ledger 
control ” is the control of subsidiary ledgers by means of accounts in the 
general ledger in which are recorded the totals of like transactions which are 
entered in detail in the subsidiary ledgers.
(2) A study should be made for the purpose of estimating the amounts of the
various sources of revenues which may reasonably be expected for the next 
period. With this as a base, an estimate should be made of the costs 
(including additional plant and equipment) and other expenses necessary 
to  produce this revenue. With this information, estimated profit-and-loss 
statements may be prepared. From these statements, cash receipts and 
disbursements may be estimated and shown in a “ cash-flow ” statement. 
Monthly balance-sheets may be projected from the last actual balance- 
sheet and the two estimates noted above.
(a) The plant and equipment necessary to produce the period’s require­
ments, (b) the inventory, (c) liabilities and (d) income and expenses 
are all budgeted in the above statements and, with the exception of 
income, may be controlled by holding the various departments to 
the estimates. A  statement showing the actual performance, the 
estimates and the differences should be prepared and placed before 
the management, at least once a month. Explanations of the 
differences should be obtained immediately, if effectual control is to 
be maintained.
(3) Accounting control is always desirable; management should have a plan —
a par to “ shoot at.” Part control of a varied stock of supplies or retail 
merchandise may be maintained by using cards indicating the maximum 
and minimum limits of each item. The purchasing department should 
be notified as soon as the stock of goods reaches the minimum limit.
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No. 10. Regulations 86, article 22 (a) — 18 states in part: 
“ Sale and purchase by corporation of its bonds — (1) (a) If 
bonds are issued by a corporation at their face value, the 
corporation realizes no gain or loss. (b) If  the corporation 
purchases any of such bonds at a price in excess of the issuing 
price or face value, the excess of the purchase price over the 
issuing price or face value is a deductible expense for the taxable 
year. (c) If, however, the corporation purchases any of such 
bonds at a price less than the issuing price or face value, the 
excess of the issuing price or face value over the purchase price 
is gain or income for the taxable year.”
Accordingly, the following gains and losses should be reported 
in the corporation’s federal income-tax return for 1934:
Issuing price 
(face value)
$ 40,000
30,000
20,000
10,000
Purchase 
price 
$ 39,200
30,000
24,000
13,000
Gain or 
loss *
$ 800
4,000*
3,000*
Totals........ $100,000 $106,200 $6,200*
The net loss of $6,200 would be “ deductible expense,” deductible 
from the taxable income of the corporation, and is not subject 
to the limitation on capital gains and losses imposed by section 
117 of the revenue act of 1934.
Accounting Theory and Practice, Part I, May, 1935
No. 1. To prepare a statement showing the entries to the invest­
ment account and the surplus account of the U. S. A. Com­
pany, it will be necessary first to convert the underlying equity 
of the U. S. A. Company in the X Company, Limited, from 
pounds to dollars. I t  will be noted that the net worth of X 
Company, Limited, is made up of the amounts shown as the 
net current position and the net fixed position. The accepted 
principle of converting the net current assets at the rate of 
exchange as at the balance-sheet date, the net fixed assets at 
the rate prevailing at the time of the purchase of such assets 
and the funded debt at the rate at the time such debt was 
incurred is used in this solution. The purchase date of the 
fixed assets and the date the funded debt was incurred may 
be considered as January 1, 1931, when the U. S. A. Company 
acquired its controlling (90%) interest.
The following statement (schedule 1) shows the conversion of 
the net current and net fixed assets of X  Company, Limited, 
with the resulting increases or decreases, by periods, of the net 
worth expressed in dollars:
Pounds Rate Dollars
Schedule 1
Gain 
Loss *
January 1, 1931:
N et current position........................... . . . .  £  60,000 5 $300,000
N et fixed position................................ 55,000 5 275,000
T otal................................................... . . . .  £ 115,000 $575,000
June 30, 1931:
Dividend paid...................................... 5,000 5 25,000
Difference.......................................... . . . .  £ 110,000 $550,000
December 3 1 ,  1931:
N et current position........................... . . . .  £  45,000 4 $180,000
N et fixed position................................ 50,000 5 250,000
T otal................................................... . . . .  £  95,000 $430,000
Decrease —  loss for year 1 9 3 1 . . . . . $120,000*
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June 30, 1932: (See note)
Net current position....................................
N et fixed position........................................
T otal...........................................................
Decrease —  loss for six months ended
June 30, 1932............................................
December 31, 1932:
N et current position....................................
N et fixed position........................................
T otal...........................................................
Decrease —  loss for six months ended 
December 31, 1932..................................
December 31, 1933:
N et current position....................................
N et fixed position........................................
T otal...........................................................
Increase —  gain for year 1933.................
T otal...........................................................
£  42,500 4 $170,000
47,500 5 237,500
£  90,000 $407,500
22,500*
£  40,000 3 .5  $140,000
45,000 5 225,000
£  85,000 $365,000
42,500*
£  60,000 5 $300,000
45,000 5 225,000
£ 105,000 $525,000
160,000
$ 25,000*
N ote.— The problem gives no balance-sheet as at June 30, 
1932, but inasmuch as the loss to that date was exactly one-half 
of that for the entire year, it is assumed that as a result of the 
loss of 5,000 pounds, the net current and the net fixed positions 
were each 2,500 pounds lower than at January 1, 1932.
Since the U. S. A. Company may be assumed to take up its 
profits or losses on this investment by converting the balance- 
sheets as above and computing its share of the dollar gain or 
loss, its investment and surplus accounts would appear as follows:
Schedule 2
(1) A columnar statement in which the U. S. A. Company’s 
entries to its investment and surplus accounts are shown.
Investment in X
Company, Limited Surplus
Debit Credit Debit Credit
January 1, 1931:
To record purchase of 90% interest. . .  $550,000
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Investment in X  
Company, Limited Surplus
Debit CreditJune 3 0 ,  1931: Debit Credit
To record receipt of dividend (90% of 
$25,000)...................................................  $ 22,500
December 31, 1931:
To record proportionate share of loss 
for year 1931 (90% of $ 1 2 0 ,0 0 0 ).... 108,000 $108,000
June 30, 1932:
To record purchase of 5% in terest.. . .  $ 25,000  
To record proportionate share of loss for
six months (90% of $22,500).............  20,250 20,250
December 31, 1932:
To record proportionate share of loss
for six months (95% of $42,500)
(N ote)....................................................... 40,375 40,375
December 31, 1933:
To record proportionate share of gain
for year 1933 (95% of $160,000)... 152,000 $152,000
Balance................................................  535,875 16,625
Totals...............................................  $727,000 $727,000 $168,625 $168,625
Note.— On June 30, 1932, when the additional 5% interest 
was acquired, the exchange rate was 4, and it might be main­
tained that the 5% of net fixed assets so acquired should thereafter 
be converted at 4; however, this purchase is such a small part 
of the total investment that this possible refinement has been 
ignored, for simplicity, in conversion of balance-sheets and profits.
(2) The net current position is the only section of the balance- 
sheets that is affected by the fluctuations in the rates of exchange. 
I t will be seen that such position was stated at $ 60,000 on both 
the opening (January 1, 1931) and the closing (December 31, 
1933) balance-sheets and, further, that the exchange rate on 
both of these dates was 5. While losses and gains arose through 
exchange fluctuations within the three-year period, the net current 
position expressed in dollars at both the opening and closing 
dates was ($ 60,000 times 5) $300,000, and the rate at the date 
of the one dividend payment was also 5, so that there was no 
ultimate profit or loss on exchange, except that caused by the 
purchase of the additional 5 per cent. interest at a lower rate.
In showing the loss or gain by periods, it is necessary to 
determine a base on which to compute any fluctuation. The 
U. S. A. Company made its investment at a date when the
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exchange rate was 5. Had there been no exchange fluctuations, 
its profit on this investment would have been equivalent to 90 
per cent. of X’s profit in pounds, converted at the rate of 5. On 
this theory the following statement has been prepared, showing 
(1) the losses or gains of X  Company, Limited, converted at 
5; (2) the losses or gains upon conversion into dollars (schedule 
1); (3) the difference, regarded as gain or loss on exchange and
(4) the proportionate interest therein of the U. S. A. Company.
December 3 1 ,  1931:
Gain or loss *
In
Converted 
at a rate Per
Gain or 
loss * on
Holding
com­
pany’s
pounds of 5 schedule exchange portion
Loss for year...................... £ 15,000* $ 75,000* $120,000* $45,000*
90% thereof................... $40,500*
June 3 0 ,  1932:
Loss for six months.........  5,000* 25,000* 22,500* 2,500
90% thereof................... 2,250
December 31, 1932:
Loss for six m onths.........  5,000* 25,000* 42,500* 17,500*
95% thereof................... 16,625*
December 31, 1933:
Gain for year..................... 20,000 100,000 160,000 60,000
95% thereof................... 57,000
Totals.........................  £  5,000* $ 25,000* $ 25,000* $ $ 2,125
The ultimate gain on exchange is accounted for by the addi­
tional stock purchase of 5 per cent. on June 30, 1932; the $42,500 
(assumed) of net current assets on hand at this date, when the 
rate is 4, are converted at 5 on December 31, 1933, and the 5 
per cent. interest in the resulting profit of $42,500.00 is $2,125.00. 
Statement of Surplus, U. S. A. Company, January 1, 1931, to D ecember 31,
1933
N et operating loss:
Losses:
Year ended December 31, 1931.............................................  $ 67,500
Six months ended June 30, 1932 ...........................................  22,500
Six months ended December 31, 1932.................................  23,750
  T otal.........................................................................................  $113,750
Less: profit for the year ended December 31, 1933..............  95,000
N et operating loss...............................................................  $18,750
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N et exchange gain:
Gains:
Six months ended June 3 0 ,  1932.........
Year ended December 31, 1933...........
Total gains............................................
Losses:
Year ended December 31, 1931...........
Six months ended December 31, 1932
$ 2,250  
57,000
.............  $ 59,250
$40,500
16,625 57,125
N et gain on exchange, to be carried as reserve for 
exchange fluctuations......................................................
N et deficit, December 31, 1933
2,125
$16,625
The following statement, which accounts for the change in 
the U. S. A. Company’s dollar interest in the X Company, Limited, 
during the period, supports the foregoing analysis of operating 
profit and exchange loss:
Total Parent
dollar company’s
value interest
N et assets, January 1 ,  1931.................................................... $575,000 $517,500
N et assets, December 3 1 ,  1933.................................  ...........  525,000 498,750
Decrease*...................................................................................  $ 50,000* $ 18,750*
Accounted for as follows:
Purchase of 5% on June 30, 1932 —  5% of $407,500 $ 20,375
Profit (loss*) for the period.............................................. $ 25,000*
Applicable to original purchase, 90% of $25,000.. _ 22,500*
Applicable to later purchase, 5% of $ 15,000 ($ 5,000
of 1932 loss +  $ 20,000, 1933 profit) converted  
at 5 .................................................................................  3,750
Payment of dividends........................................................ 25,000* 22,500*
Exchange profit —  resulting from 5% interest in net
current assets of $ 42,500 acquired June 30, 1932, 
at 4 and converted at 5 on December 31, 1933: 
profit, $42,500; 5% .............................................. .. 2,125
Decrease, as above..................................................................  $ 50,000 $ 18,750*
(3) The exchange risks could have been averted by hedging, 
in the following manner: At the time of making its investment,
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the U. S. A. Company should have sold sterling short in an 
amount equal to its interest in the net current assets of the 
subsidiary, and this short position should have been adjusted to 
reflect subsequent changes in the net current position.
No. 2. The following adjustments are not required by the 
examiners and are presented here for explanatory purposes only.
(1)
Due stores fund from bond fund...............  .......................
Bond fund cash...............................................................
To record the payment to stores fund.
(2)
Due stores fund from general fund.....................................
General fund cash...........................................................
To record the payment to stores fund.
(3)
Stores and service fund cash................................................
Due stores fund from other funds..............................
To record the receipt of cash from bond and general 
fund, per entries (1) and (2).
(4)
Appropriation balances (unencumbered)..........................
Surplus receipts........................................................................
Deficit —  general fund...........................................................
Estimated revenues.......................................................
Due assessment fund for public benefits..................
To close appropriation balances, surplus receipts and 
estimated revenues to deficit account and to set up 
the amount due to the assessment fund for public 
benefits.
(5)
Surplus, special assessment fund.........................................
Interest account, special assessment..........................
To close the latter account.
(6)
Income account, sinking fund..............................................
Sinking-fund requirements...........................................
Sinking-fund surplus......................................................
To transfer the above accounts into a reserve for 
working capital account.
$1,227.60
$1,227.60
$1,593.96
$1,593.96
$2,821.56
$2,821.56
$1,117.09
896.00
5,886.91
$1,500.00
6,400.00
$ 620.00
$ 620.00
$1,960.00
$1,000.00
960.00
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No. 3. Probably as good a way as any to introduce this solution 
is to state that the problem is susceptible to many assumptions 
and, therefore, to many different solutions.
Consider the following points:
The purchases of materials and supplies for the year may be considered as —  
$271,800 —  $99,000 or $172,800.
The problem states that the average discount on purchases is 1 per cen t. 
One per cent. of $172,800 is $1,728.
The discount taken in January on December 31, 1934, balances of accounts 
payable ($37,500) was $750, which is exactly 2 per cent. of those balances.
The discount earned during the year is shown as $13,000, which with the 
reserve for discount in inventory of $4,050 (probably set up by a charge to 
discounts earned) would amount to $17,050, or nearly 10 per cent. of the 
purchases. This excess over the “ average rate of 1 per cent.” may be trade 
discount, but in what proportion?
It is recognized, of course, that the base upon which some of the above 
discount transactions should be computed is payments made. However, there 
are not enough data given in the problem to ascertain this amount.
The average discount allowed on sales is 2 per cent. according to the state­
ment of the problem; 2 per cent. of $877,600 is $17,552.
An account “ prepaid insurance $2,800 ” is shown in the trial balance, 
although there is no relative expense account (“ insurance expense ”) shown. 
Whether this expense is included under some other caption is not known,—  
certainly the candidate is subject to criticism if he writes off all or a portion of 
this balance as an expense.
The “ cost of sales —  Chicago store $9,040 ” is assumed to have arisen 
through transfers from the finished stock account. It may have arisen 
through credits to sales.
Several assumptions may be made with respect to the differences in the 
inventories as shown in the trial balance and those shown as the “ actual ” 
inventories.
In this solution the assumption is made that the inventories 
are stated at cost less discount and that 1 per cent. is a proper 
discount rate. On this basis, the reserve for discount on December 
31, 1934, is computed as follows:
Materials and supplies:
$102,500 ÷  99 =  $1,035 
Finished goods:
As shown in exhibit C, materials and supplies comprise ($168,265 ÷  
$443,135) 38 per cent. of the total manufacturing cost. Then the pur­
chase discount, which is 1 per cent. of materials cost, is 38 per cent. of 
1 per cent. of the cost of finished goods, and the reserve for discounts
is
.38
99.62
of the inventory value.
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On hand..............................................................
Chicago store......................................................
Totals...........................................................
Inventory Reserve for Inventory
(actual) discounts (gross value)
$146,300 $558 $146,858
12,618 48 12,666
$158,918 $606 $159,524
The total of the reserve for discounts in inventories is:
Materials and supplies......................................................  $1,035
Finished goods................................... . . . . . . .. 606
T otal.................................................................................. $1,641
The purchase discounts are computed as follows:
Per trial balance....................................................................................................  $13,000
Adjustment of reserve for discount on accounts payable:
Per trial balance............................................................................... $1,750
Amount taken in January.............................................................. 750 $ 1,000
Adjustment of reserve for discount in inventories:
Per trial balance............................................................................... $4,050
As required (see above).................................................................. 1,641 $ 2,409
T otal...............................................................................................  $14,409
The sales discounts are computed as follows:
Per trial balance...................................................................................  $24,800
Less: adjustment of reserve:
Per trial balance............................................................................... $4,800
Adjusted balance —  (2% of $113,408)....................................... 2,268 2,532
T otal...............................................................................................  $22,268
The adjusted balance in the reserve account may also be shown 
as 2 per cent. of the balance in the accounts receivable, after 
deducting the provision of $15,000 for bad debts.
In the following exhibit B, it is assumed that transfers were 
made from the finished-goods inventory to the Chicago store 
inventory and that the “ cost of sales — Chicago store ” arose 
through transfers from the Chicago store inventory account. On 
this basis, the cost of sales of the Chicago store is computed as
follows:
From transfers from the finished-goods inventory..........................  $8,540
From sales from the inventory at Chicago.......................................  500
T otal........................................................................................................ $9,040
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Longwear Shoe Company 
Balance-sheet —  December 31, 1934
Assets
Current assets:
Cash:
In bank.................................................................  $ 56,400
Petty cash............................................................  500
Chicago store....................................................... 775 $ 57,675
Accounts receivable................................................ $113,408
Less: reserve for discounts.............. $ 2,268
Reserve for bad debts...........  15,000 17,268 96,140
Debit balances —  creditors’ ledger.................... 355
Inventories:
Materials and supplies......................................  $103,535
Finished goods....................................................  146,858
Chicago store....................................................... 12,666
T otal.............................................................  $263,059
Less: reserve for discounts....... .......................  1,641 261,418
Total current assets..................................
Prepaid expenses:
Prepaid insurance........................................................................  $ 2,800
Office supplies...............................................................................  1,780
Total prepaid expenses......................................................
Exhibit A
$415,588
4,580
Fixed assets:
Reserve for N et book 
Cost depreciation value
Land........................................... .........  $ 5,000 $ $ 5,000
Buildings.................................. .........  156,000 92,000 64,000
Machinery................................ .........  34,500 26,000 8,500
Chicago store fixtures........... .........  4,400 3,700 700
Totals................................ .........  $199,900 $121,700 78,200
Goodwill........................................ 100,000
$598,368
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Liabilities and net worth
Current liabilities:
Accounts payable.................................................... $ 37,500
Less: reserve for discounts..............................  750 $ 36,750
Accrued payroll....................................................... 4,000
Reserve for taxes....................................................  5,600
Customers’  credit balances..................................  1,260
Total current liabilities................................
N et worth:
Capital stock............................................................ $200,000
Surplus:
Balance, per books............................................. $ 45,398
Add net profit for the year before provision
for federal income taxes...............................  305,360 350,758
Total net worth..............................................
$ 47,610
550,758
$598,368
Exhibit B
Longwear Shoe Company
Statement of profit and loss for the year ended December 31, 1934
Sales........................ ................................................
Chicago
store
. . .  $16,080
Other
$877,600
Total
$893,680
Cost of sales:
Inventory, January 1, 1934............................ . . .  $12,200 $153,790 $165,990
Cost of manufacture (exhibit C ).................... 443,135 443,135
Goods shipped to Chicago............................... 8,540 8,540
T ota l............................................................. . . .  $20,740 $588,385 $609,125
Deduct: inventory, December 31, 1934........ . . .  12,666 146,858 159,524
Cost of sales................................................ . . .  $ 8,074 $441,527 $449,601
Gross profit on sales.............................................. . . .  $ 8 ,0 0 6 $436,073 $444,079
Expenses:
Officers’ salaries.................................................. . . .  $ $ 20,000 $ 20,000
Office salaries...................................................... 20,500 20,500
Bad debts............................................................. 7,700 7,700
Office expenses.................................................... 8,320 8,320
Taxes..................................................................... 10,000 10,000
Advertising.......................................................... 17,500 17,500
Salesmen’s salaries............................................. 13,400 13,400
Salesmen’s expenses........................................... 27,200 27,200
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Chicago:
Depreciation....................................... .................  $ 440 $ 440
Salaries...................................................................  2,400 2,400
Miscellaneous expenses..................... .................  300 300
Rent........................................................................  3,600 3,600
Total expenses.................................................. $ 6 ,740 $124,620 $131,360
Operating profit.......................... ..................................
N et financial expense:
Sales discount............................................................
Less: purchase discount...........................................
Interest received.............................................
$ 1,266 $311,453 $312,719
$ 22,268
$14,409
500
T otal....................................................................  14,909
N et expense.......................................................  7 ,359
N et profit before provision for federal income 
taxes.............................................................................  $305,360
Exhibit C
Longwear Shoe Company
Statement of manufacturing costs for the year ended December 31, 1934
Materials and supplies....................................................................  $271,800
Less: inventory, December 31, 1934.......................................  103,535 $168,265
Labor —  factory...............................................................................
Overhead:
Depreciation..................................................................................
Taxes on buildings and machinery.........................................
Heat, light and power.................................................................
Labor—  foremen.........................................................................
Lasts, dies and patterns..............................................................
Machinery rentals and royalty................................................
Repairs —  factory........................................................................
Freight and cartage.....................................................................
$ 6,570  
4,000
4 , 200 
17,500
8 , 200 
16,000
4,500
1,200
212,700
62,170
Total manufacturing costs............................................................. $443,135
No. 4.
(a) The company purchased 750,000 tons of beets from which, 
it may be estimated, it would obtain 2,200,500 hundred- 
pound bags, as shown below.
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The average sugar content of the beets w as................................. 18. %
The percentage of extraction w as.................................................... 81.5 %
Or 14.67%
The sugar refined was 14.67% of 750,000 tons,
Or 110,025 tons.
The number of hundred-pound bags was 110,025 times 
20, or 2,200,500.
The net proceeds may be computed as follows:
Bags sold:
1,500,000 bags at $3.75 per bag............................................... $5,625,000
Bags on hand:
700,500 bags at $3.90 per bag..................................................  2,731,950
T o t a l . . . ........................................................................................  $8,356,950
The amount of the liability to the growers is, therefore,
50% of the net proceeds................................................................. $4,178,475
Less: amount paid to the growers (750,000 tons at $5 per
ton)..................................................................................................  3,750,000
Amount of liability at March 31, 1934......................................  $ 428,475
I would show the above item in the balance-sheet at March 
31, 1934, as follows:
“ Liability on growers’ contracts (see note).............................  $428,475.”
(b) The foot-note on the balance-sheet follows:
“ On March 31, 1934, the company had 700,500 bags of refined sugar 
on hand upon which the company’s officers expect to realize an average 
net return of $3.90 per bag. The liability to the growers on contracts is 
based upon this estimate.”
(c) Either the contracts should cover a period ending on March 31st or the 
company should change its fiscal year to end September 30th, to overcome the 
uncertainty involved in estimating the liability at the close of the fiscal year.
No. 5.
( a )  Corporation X
Statement of stockholders’ equity December 31, 1934
Capital stock — no par value:
Authorized and issued, 100,000 shares for...................  $5,000,000
Less: amount assigned by board of directors to paid-
in surplus......................................................................  3 ,000,000
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Stated value of 100,000 shares issued............  $2,000,000
Deduct: stated value of 40,000 shares of treasury
-----------  stock....................... 800,000
Stated value o f 60,000 shares outstanding. $1,200,000
Paid-in surplus:
Amount assigned by board o f direc­
tors on original issue o f................. 100,000 shares $3,000,000
Less: amount applicable to ...................  40,000 shares in treasury
160,000
Balance applicable to .........................  60,000 shares outstanding, 2 ,840,000
T o t a l . . . .................................................................................................  $4,040,000
Deduct: operating deficit.................................................................................  2 ,000,000
Stockholders’ equity of 60,000 shares outstanding........................... $2,040,000
(b) Assuming that the company had an earned surplus of 
$250,000 instead of an operating deficit of $2,000,000.
Corporation X
Statement of stockholders’ equity December 31, 1934
Capital stock —  no par value:
Authorized and issued, 100,000 shares for.................... $5,000,000
Less: amount assigned by board of directors to paid-
in surplus................................................. .....................  3 ,000,000
Stated value of 100,000 shares issued.............  $2,000,000
Deduct: stated value of 40,000 shares of treasury
stock....................  ’ 800,000
Stated value of 60,000 shares outstanding.. $1,200,000
Paid-in surplus:
Amount assigned by board of direc­
tors on original issue of................. 100,000 shares $3,000,000
Less: amount applicable to ...................  40,000 shares in treasury
160,000
Balance applicable t o ......................... 60,000 shares outstanding $2,840,000
Earned surplus...................................................................................................  250,000
Stockholders' equity of 60,000 shares outstanding..........................  $4,290,000
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In the foregoing statements, the treasury stock is considered 
as though it had a par value of $20 a share, which was the amount 
that the board of directors assigned to it when originally sold. 
The excess of $30 a share is treated as though it were premium on 
stock sold.
No. 6. The following is a computation of the loss on the bonds
sold on June 30, 1930:
Cost of bonds sold —  of $28,135.76).........  $14,067.88
Proceeds of $12,500 bonds sold..........................  $12,957.43
Less: accrued interest thereon to June 30, 1930
(3% of $12,500) collected July 1, 1 9 3 0 . .. .  375.00
Amount applicable to principal..........................  12,582.43
Loss on bonds sold......................................... $ 1,485.45
As the old partnership was dissolved and the new one was 
formed on June 30, 1930, the bonds taken over by the new 
partnership should be valued at the market price of $12,582.43, 
plus accrued interest of $375.00. This valuation and accrued 
interest should be used also at December 31, 1930. The charge 
to the old partnership for the decrease in value of the bonds held
is shown below:
Deed (⅔ ) ............................................................................  $ 990.30
Seal (⅓ ) ............................................................................... 495.15
T otal............................................................................  $1,485.45
The amount paid to Seal may be computed as follows:
Capital account at January 1, 1930............................................ $30,490.17
Less: amount withdrawn in six monthly payments of $500
each..................................................................................................  3 ,000.00
Balance.......................................................................................  $27,490.17
Add payment made in lieu of profits..........................................  8 ,000.00
N et payment at June 3 0 , 1930...................................................... $35,490.17
Statement of computation of profits:
Capital, as shown by statement at December 31, 1930.......................  $122,332.56
Add: accrued interest on bonds (3% of $12,500)................................... 375.00
Total $122,707.56
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Deduct:
Decrease in value of bonds held at December 31, 1930:
Carrying value............................................................... $15,178.33
Market value at June 30, 1930 (Cost to new
partnership)...............................................................  12,582.43 $ 2,595.90
Adjusted capital at December 31, 1930..........................  $120,111.66
Add:
Actual loss on bonds held...............................................  1,485.45
Withdrawals:
Deed (12 months at $1,000 per month)................  $12,000.00
Seal— total withdrawn, including monthly draw­
ings...............................................................................  38,490.17
Escrowe (6 months at $500 per month).................  3 ,000 .00  53,490.17
T otal............................................................................  $175,087.28
Deduct capital accounts at January 1, 1930:
Deed.....................................................................................  $73,605.74
Seal........................................................................................ 30,490.17 104,095.91
Profit for the year 1930.......................................................  $70,991.37
The profit may be apportioned between the two periods as follows:
Profit for the year, as above.........................................................  $70,991.37
Loss on sale of bonds...................................... .............................   1,485.45
Profit for the year, before considering the loss on bonds... .  $72,476.82
Apportionment:
2 /5  to the first six months .................................................. $28,990.73
Less loss on bonds sold ............................................... .. 1,485.45
Balance, first six months............................................................ $27,505.28
3 /5  to the second six months.................................................... 43,486.09
Total...........................................................................................  $70,991.37
D eed, Seal and E scrowe
Statement of partners’ capital accounts for the year ended December 31, 1930 
Deed Seal Escrowe Total
Capitals, January 1, 1930.. $73,605.74 $30,490.17 $104,095.91
Deduct: drawings. . . . . . . . .  6 ,000 .00  3 ,000.00 9 ,000 .00
Balance........................... $67,605.74 $27,490.17 $ 95,095.91
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Add: profits for the six
months................................  $18,336.85 $ 9,168.43 $ 27,505.28
Balances, June 30, 1930 
before withdrawal of Seal. $85,942.59 $36,658.60 $122,601.19
Deduct:
Write-down of bonds to
market value................. $ 990 .30 . $ 495.15 $ 1,485.45
Payment to Seal:
Balance in capital ac-
count........................... 27,490.17 27,490.17
Payment in lieu of
profits......................... 8 ,000.00 8,000.00
Total deductions.............. $ 990.30 $35,985.32 $ 36,975.62
Balances after withdrawal
o f Seal................................. $84,952.29 $ 673.28 $ 85,625.57
Transferred to Deed............ 673.28 673.28
Balance, July 1, 1930.......... $85,625.57 $ $ 85,625.57
Transferred to Escrowe.. . . 21,406.39 $21,406.39
Balances after transfer to
Escrowe.............................. $64,219.18 $21,406.39 $ 85,625.57
Deduct: drawings.................. 6 ,000.00 3 ,000.00 9 ,000.00
Balances......................... $58,219.18 $18,406.39 $ 76,625.57
Add: profits for second six
months................................ 28,990.73 14,495.36 43,486.09
Balances, December 31,
1930..................................... $87,209.91 $32,901.75 $120,111.66
No. 7. The listed disbursements would indicate:
(1) Cheques drawn by branch or charges made by the bank for payment of 
bank loans previously made.
(2) Cheques drawn by branch or charges made by the bank, for cheques 
deposited by branch which were returned unpaid.
(3) Cheques drawn by the branch to employees.
(4) Cheques drawn by the branch in payment for merchandise or other items 
as accommodation for employees or others.
The contra items were for deposits of currency or cheques 
or credits granted by the bank.
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The auditor’s representative should have given a more detailed 
report covering, particularly, the contra items. The branch 
manager has unquestionably exceeded his authority, which was 
limited to “ the collection and deposit in bank of receipts from 
automatic vending machines, the payment of branch payrolls and 
expenses and the remittance to the factory of funds in excess 
of branch requirements.” The representative of the auditor 
should have been informed of these limitations and should have 
obtained full details of all transactions not within such scope. 
He should have the answer to these questions:
For what purpose were the bank loans made, what happened to the funds thus 
obtained, and from what funds were the payments of the loans made?
Were the cheques which were deposited and returned cheques of employees 
or operators of the vending machines?
Why should cheques, other than payroll cheques, be issued to employees?
Why should the credit of the branch be used in making accommodation pur­
chases, and for whom were these purchases made?
Is there sufficient control over the merchandise and cash so that it may be 
reasonably certain that all currency removed from the machines is being 
deposited intact ?
Is there any possibility that the credit and cash of the branch are being used to 
finance another business or used by the branch manager or some other person?
Has the bank in any way exceeded its authority in granting the loans to the 
branch?
Who paid the interest on the loans?
The client should be instructed:
(1) To install a working and change fund at the branch, from which current 
petty expenses could be paid. This fund would be reimbursed as required 
from funds sent by the home office.
(2) The authority to sign cheques or notes should be restricted to officers at 
the home office.
(3) All collections should be deposited intact each day, and duplicate deposit 
slips should be sent to the home office.
(4) Payroll cheques would be drawn by the home office.
(5) Funds could be drawn from the branch bank by drawing a cheque in the 
home office on that bank.
(6) I f  the system of internal check on the merchandise and the cash is not satis­
factory to the auditor, he should discuss methods of improvement.
No. 8.
(1) A distinction must be made between the revenue account 
and the cash account of the electric light plant. The 
revenue account should be charged with depreciation, 
but it should not be charged for the contributions to
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the sinking fund. The cash account should show receipts 
from the taxes received from the tax levy and should 
show the cash disbursements representing the sinking- 
fund contributions. The tax levy should not include a 
provision for the depreciation (which is a book entry 
only and does not affect funds).
(2) When a cheque is drawn for the sinking fund the entry 
would be:
Sinking-fund cash...........................................................  $
Cash in bank................................................................ $
Hence, it is not possible to charge the sinking-fund contribution 
to revenue account.
The trust deed requirement may be interpreted as intending 
a provision for a sinking-fund reserve, which could be set up by
means of the following entry:
Revenue account............................................................. $
Reserve for sinking fund........................................... $
After the bonds have been retired, the sinking-fund reserve 
may be reversed to the surplus account.
Commercial Law, May, 1935
No. 1. Plaintiff can not compel defendant to pay him the $5,000. 
The contract between plaintiff and defendant was a part of a 
scheme which resulted in the breach of the contract of passage 
entered into between plaintiff and the airship company and 
interfered with the contract between the airship company and 
the third party who had the exclusive news rights. It was in 
effect a contract to commit a tort, and the court will not lend 
aid to a party who has committed a tort to enable him to recover 
from another the price agreed to be paid for his wrongful act. 
The defense is allowed, not as a protection to the defendant, 
but as a disability to the plaintiff.
No. 2.
(a) The mortgagee receives a conveyance of real estate absolute
in form but with a provision that upon payment of the 
loan the conveyance will become void. Possession usually 
remains in the mortgagor.
(b) If the loan is not paid when due the mortgagee has the
remedy of foreclosure. This is generally done by bill 
in equity. The real estate is sold and the note paid 
from the proceeds, any balance going to the mortgagor. 
If  the real estate does not bring enough to pay the loan, 
the mortgagee is entitled to a deficiency decree against 
the mortgagor.
(c) The equity of redemption is the right of the mortgagor to
redeem the property after foreclosure. The period when 
such right may be exercised is fixed by statute and differs 
among the several states.
No. 3. The defendant was released as endorser so far as the 
payee is concerned. A negotiable instrument is discharged by 
any act which will discharge a similar contract for the payment 
of money, and it may be discharged by an oral agreement based 
upon executed consideration. One who orally promises to 
renounce and does in fact accept a thing of value in exchange 
for such promise must be deemed to be estopped.
No. 4. One joint adventurer may sue another at law for 
damages for “ preventable losses ” sustained in the joint venture.
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But if the transaction involves many items of debit and credit 
which are in dispute between the joint adventurers, a more 
appropriate remedy would be a bill for an accounting.
No. 5.
(a) An agent is one who undertakes to transact some business
for his principal by the authority and on account of 
the latter.
(b) A servant is one for whom the master not only prescribes
the end of his work but directs at any moment the 
means also or retains the power of controlling the work.
(c) Employee is a broad term for one who is employed. I t is
not usually applied to higher officers of corporations or 
to domestic servants but is applied to clerks, workmen 
and laborers.
(d) An independent contractor is one who, exercising an inde­
pendent employment, contracts to do a piece of work 
according to his own methods and without being subject 
to the control of his employer except as to the result of 
his work.
(e) A broker is one engaged for others in the negotiation of
contracts relative to property with the custody of which 
he has no concern. A broker is at first the agent of the 
person by whom he was originally employed and becomes 
the agent of both parties when the bargain or contract 
has become definitely settled.
No. 6. I think it would be a question for the jury to decide 
whether the holder of the note used sufficient diligence in 
attempting to find the correct address of Edward Engle, the 
endorser. A strong argument could be made that the finding 
of an address in the current telephone directory different from 
the one on the club stationery put the holder on notice that 
the address on the club stationery might be wrong, but I do 
not think that this is sufficiently clear to warrant an instruction 
as a matter of law that the holder did not use sufficient diligence.
No. 7.
(a) A partnership can be created only by contract, but that 
may be express or implied. It is not necessary for 
parties to understand that they are forming a partner-
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ship. If  they make an agreement which has in fact the 
attributes of a partnership they will be partners. Thus 
a person may lend money to another with the agreement 
that he will receive interest on his money, that the other 
party is to do certain work, and that any profits after 
payment of the interest will be divided between the 
parties, and that the payment of principal and interest 
need be made only out of the funds available from the 
work. This would constitute a partnership although the 
parties may think they are debtor and creditor.
(b) Causes for dissolution of a partnership otherwise than in 
accordance with the provisions of the contract include:
(1) Completion of the enterprise.
(2) Enterprise becoming impossible.
(3) Sale or transfer of all partnership assets.
(4) Death of a partner.
(5) Bankruptcy of a partner.
No. 8. The insertion of the name of the Tompkins Corporation 
constitutes a sufficient signing under the statute of frauds. 
I t  is not necessary that the name of the party be subscribed. 
Both representatives were duly authorized. The memorandum 
was prepared to comply with the statute of frauds and the 
name was inserted to indicate the party to be charged. If it 
is thus written anywhere in the memorandum it is a sufficient 
signing for the purpose of giving authenticity to the instrument. 
The fact that there was a mistake in naming the buyer as 
seller can be remedied by evidence.
No. 9.
(a) When a director is present at a meeting and the majority
adopts a resolution which he feels to be wrong, he may 
protect himself from liability by making certain that 
his opposition vote is made a matter of record.
(b) If the director is absent he may protect himself by informing
the board at the earliest moment of his objection and 
the reasons therefor. In some jurisdictions he is required 
by statute to give public notice of his opposition and to 
inscribe his protest on the minutes.
No. 10. Cumulative voting is that system of corporate voting 
by which a stockholder instead of voting his shares for each
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of the whole board of directors to be chosen is allowed to cast 
the whole number of his shares for one person or to concentrate 
or distribute them as he may see fit. I t is employed for the 
purpose of securing representation of minority stockholders on 
the board of directors. For example, if there were 100 shares 
of stock in a corporation and A owned 51 shares and B 49 
and there were three directors to be elected without cumulative 
voting, A could elect each of the three directors by a vote of 
51 to 49 shares, but with cumulative voting A would have 153 
votes and B 147 to vote for any or all of three directors and 
it would be impossible for A to cast more than 51 votes for 
each of the three, or more than 76½  votes for each of two 
persons, so that B by casting 77 or more of his votes for one 
director could ensure the election of one.
No. 11.
(a) Any person, partnership or corporation which owes debts,
except a municipality, railroad, insurance or banking 
corporation, may become a voluntary bankrupt.
(b) Any natural person (except a wage-earner or farmer), any
unincorporated company and any financial business or 
commercial corporation, except a municipality, railroad, 
insurance or banking corporation, owing $1,000 may be 
adjudged an involuntary bankrupt.
(c) Acts of bankruptcy include having:
(1) Conveyed, transferred, concealed or removed, or permitted to be
concealed or removed any part o f his property, with intent to 
hinder, delay or defraud his creditors or any of them.
(2) Transferred, while insolvent, any portion of his property to one or
more of his creditors with intent to prefer such creditors over his 
other creditors.
(3) Made a general assignment for the benefit of his creditors.
(4) Admitted in writing his inability to pay his debts and his willingness
to be adjudged a bankrupt on that account.
(There are other acts of bankruptcy.)
No. 12.
(a) In an ordinary bailment the duty of a bailee for hire with 
respect to the custody and care of the bailor’s property 
is to use ordinary care and to return the identical property 
at the conclusion of the bailment. The bailee is liable 
only for such loss or injury as has occurred because of 
his failure to exercise ordinary care.
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(b) A bank which holds corporate stocks pledged on a collateral
loan does not have to keep the identical stocks on hand 
but complies with its obligation by holding at all times 
a sufficient number of similar shares to answer the pledge 
when called on.
(c) A negotiable bill of lading must contain the date of its
issue, the name of the person from whom the goods have 
been received, the place where the goods have been 
received, the place to which the goods are to be trans­
ported, a description of the goods, or of the packages 
containing them, the signature of the carrier and the 
words “order o f” printed thereon immediately before 
the name of the person upon whose order the goods 
received are deliverable.
Accounting Theory and Practice, Part II, May, 1935
No. 1. The following is a schedule of the maintenance and 
depreciation charges on the three additional vessels purchased:
Total
Annual repair and maintenance charges maintenance
Year
1934 ...................................
1935 ...................................
1936 ...................................
1937 ...................................
1938 ...................................
1939 ...................................
1940 ...................................
1941 ...................................
1942 .............................. ..
1943 ...................................
1944 ...................................
1945 ...................................
Totals...........................
Number 1 Number 2
$ 12,800 $ 19,200
12,800 25,600
19,200 25,600
19,200 25,600
19,200 25,600
19,200 25,600
19,200
25,600
25,600
25,600
25,600
25,600
$249,600 $147,200
Number 3 Total
$ 25,600 $ 57,600
25,600 64,000
25,600 70,400
25,600 70,400
44,800
44,800
19,200
25,600
25,600
25,600
25,600
25,600
$102,400 $499,200
Depre­
ciation
and
depreciation
$120,000 $ 177,600
120,000 184,000
120,000 190,400
120,000 190.400
80,000 124,800
80,000 124,800
40,000 59,200
40,000 65,600
40,000 65,600
40,000 65,600
40,000 65,600
40,000 65,600
$880,000 $1 ,379,200
As the three ships purchased are “ similar vessels,” it is assumed 
that the repair and maintenance charges would be similar in 
amount (according to age) to those of vessels already owned. 
Depreciation is computed on the basis of $40,000 a year per 
vessel, as follows:
Vessel Remaining life
1 ..............................................................................  12 years
2 ............................................................................  6 “
3 ..............................................................................  4 “
T otal......................................................................  22 years
As the cost of the three vessels is $880,000 and the remaining 
useful life is 22 years, the annual depreciation charge is $880,000 
÷  22, or $40,000 a year of useful life.
The interest charges on the outstanding bonds is shown below:
Bonds Interest
Year outstanding payable
1934................................... ................................... $880,000 $ 52,800
1935................................... ................................... 760,000 45,600
1936................................... ................................... 640,000 38,400
1937................................... ................................... 520,000 31,200
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Bonds Interest
Year outstanding payable
1938.............................................. ........................  $400,000 $ 24,000
1939.............................................. ........................ 320,000 19,200
1940.............................................. ........................ 240,000 14,400
1941.............................................. ........................ 200,000 12,000
1942.............................................. ........................ 160,000 9,600
1943.............................................. ........................  120,000 7,200
1944.............................................. ........................ 80,000 4,800
1945.............................................. ........................ 40,000 2,400
T ota l........................................ $261,600
The average annual gross income, considered as the same as 
that earned during the year ended December 31, 1933, on the 
vessels now owned, is computed below:
Gross income for the year ended December 31, 1933:
N et earnings — 11% of $3,500,000.........................................
Add —
Depreciation —  5% of $5,120,000.......................................
Cost o f repairs and maintenance:
4 vessels 3 years old (1% of $2,560,000)......................
2 vessels 10 years old (2% of $1,280,000)....................
2 vessels 12 years old (3% of $1,280,000)....................
$385,000
256,000
$25,600
25,600
38,400 89,600
Gross income................................................................ $730,600
The average gross earning of each vessel is, therefore, $730,600 ÷  8 or $91,325
Statement showing estimated earnings, by years, of the three vessels purchased
Year
1934.................
Vessels
operated
................ 3
Gross 
earnings 
$ 273,975
Maintenance
and
depreciation 
$ 177,600
Profit
before
interest
on bonds 
$ 96,375
Interest 
on bonds
$ 52,800
Net
earnings 
$ 43,575
1935................. ................ 3 273,975 184,000 89.975 45,600 44,375
1936................. ...............  3 273,975 190,400 83,575 38,400 45.175
1937................. ...............  3 273,975 190,400 83,575 31,200 52,375
1938................. ................ 2 182,650 124,800 57,850 24,000 33,850
1939................. ...............  2 182,650 124,800 57,850 19,200 38,650
1940................. ................ 1 9 1 ,325 59 ,200 32,125 14,400 17,725
1941................. ...............  1 91,325 65,600 25,725 12,000 13,725
1942................. ................ 1 9 1 ,325 65,600 25,725 9,600 16,125
1943................. ...............  1 91,325 65,600 25,725 7,200 18,525
1944................. ................ 1 91,325 65,600 25,725 4,800 20,925
1945................. ................ 1 91,325 65,600 25,725 2,400 23,325
Totals $2,009,150 $1,379,200 $629,950 $261,600 $368,350
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The amount available for dividends is:
If bonds are issued.....................................................  $368,350
I f  stock is issued.......................................................... 629,950
As shown in schedule II, the profits per share on the 35,000 
shares of stock outstanding will be increased from $118.49 to 
$129.01 if the three additional vessels are purchased and paid 
for in 6 per cent. bonds. I t  will also be seen in that schedule 
that, if the three additional vessels are purchased by means of 
the issuance of 8,800 additional shares of stock, rather than by 
the issuance of bonds, the earnings per share will decrease from 
$129.02 to $109.06, or less than the original stockholders would 
have received if the additional vessels were not acquired. This 
decrease is due to the following:
The slight increase in total profits is divided among 43,800 shares instead of 
35,000 shares.
The new stockholders will share in the profits of the original vessels, after the 
additional vessels become obsolete.
The cost of the additional vessels is in excess of the cost of those now owned. 
Those now owned cost $640,000 each, and the additional vessels have a cost 
basis of (20 years times $40,000) $800,000.
No. 2. The net worth of Companies G and H exclusive of the 
intercompany stockholdings is shown below:
Companies
Cash..........................  ..............................................
Accounts receivable — good and collectible.. 
Marketable securities —  at market values.. .  
Investment in Company K —  at market 
v a lu e ..................................................................
G
$ 15,000
14,000 
10,000
1,000,000
H
$ 2 ,500 $
19,000
27,000
Total
17,500
33,000
37,000
1,000,000
Total assets, excluding intercompany 
stockholdings............................................
Less: accounts payable.......................................
$1,039,000 $48,500 
15,000 .............
$1,087,500
15,000
N et worth, excluding intercompany stock­
holdings..........................................................  $1,024,000 $48,500 $1,072,500
Let G =  the actual worth of Company G, and 
H =  the actual worth of Company H.
(1) Then, G =  12/1,000H +  $1,024,000, or
(2) G =  .012H +$1 ,024,000
(3) H =  8/60G +  $48,500, or
(4) H =  2 /1 5G +  $48,500, or
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(5) 15H =  2 G  + $727 ,500
Substituting (2) for G in (5):
15H =  2(.012H +  $1,024,000) +  $727,500, or 
15H =  .024H +  $2,048,000 +  $727,500, or
14.976H =  $2,775,500
(6) H =  $185,329.86 
Substituting (6) for H in (2):
G =  .0 12($185,329.86) +  $1,024,000, or 
G =  $2,223.96 +  $1,024,000, or
G =  $1,026,223.96
(1) The following shows the computation of the number of 
shares of Company K and the amount of cash distributable
to X:
Value of 100 shares o f stock of Company G:
100/6,000 of $1,026,223.96.........................................................................  $17,103.73
Value of 2,000 shares of stock of Company H:
2,000/10,000 of $185,329.86.......................................................................  37,065.97
T otal............................................................................................................. $54,169.70
Market price of the 270 shares of Company K stock to be issued to X . 54,000.00
Cash to he paid to X .......................................................................................  $ 169.70
(2) The following shows the computation of the number of 
shares of Company J  stock and cash to be issued to the 
stockholders of Companies G and H:
Companies
Actual worth, as computed above. 
Less: amounts paid to X ...............
G
$1,026,233.96
17,103.73
. H
$185,329.86
37,065.97
Total
$1,211,553.82
54,169.70
Balance.............................................. $1,009,120.23 $148,263.89 $1,157,384.12
Deduct: intercompany invest­
ments:
8/60 of $1,026,223.96.................
.012 of $185,329.86....................
136,829.86
2,223.96 139,053.82
Remainder to shareholders........... $ 872,290.37 $146,039.93 $1,018,330.30
Stock in Company J:
To shareholders of Company G
(8,723 shares)........................ ..
To shareholders of Company H
(1,460 shares)..........................
872,300.00
146,000.00 1,018,300.00
Balance in cash................................ $ 9 .6 3 $ 39.93 $ 30.30
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(3 ) Company J
Balance-sheet —  December 31, 1934 
(After giving effect to merger)
Assets
Cash......................................................................................................................  $ 17,300
Accounts receivable........................................................................................... 33,000
Marketable securities........................................................................................ 37,000
Investment in Company K (94.6% owned) at market value........... 946,000
Total assets................................................................................................. $1,033,300
Liabilities and net worth
Accounts payable............................................................................................... $ 15,000
Capital stock authorized, 20,000 shares of a par value of $100 each;
outstanding 10,183 shares...........................................................................  1,018,300
Total liabilities and net worth............................................................... $1,033,300
No. 3.
(1) Where the accountant takes or supervises the taking of
the inventory, or in cases where he believes that the 
tests which he makes are adequate, he should assume 
the responsibility for the quantities. He should, in all 
cases, assume the responsibility for the accuracy of the 
computations, and in most cases, the correctness of the 
pricing. However, there are some cases in which he 
can not identify the various lots and the prices assignable 
to those lots, nor can he always determine the usability 
or salability of the supplies and merchandise on hand. 
Whether the accountant is and should be responsible for 
a correct valuation of inventories would depend upon the 
circumstances of each case.
(2) The parent company and its wholly owned subsidiary,
while separate legal entities, are, in fact, a single business 
enterprise. Recognizing this fact, accounting practice 
permits the consolidation of the assets and liabilities of 
both companies in order to show a more correct statement 
of the position of the organization as a whole. When 
the parent company owns less than 100 per cent. of all 
the stock of the subsidiary, the interest of the outside 
holders is shown under the caption “ minority interest.”
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If  this minority interest is small, the percentage of error 
in the theory that the parent company owns all of the 
assets and is liable for all of the liabilities of the sub­
sidiary is correspondingly small. Where to draw the 
line depends upon each individual case.
In this case the parent company owns or controls more 
than 51 per cent. of the voting stock; its actual interest 
in the net assets of the subsidiary may be less than 51 per 
cent. if non-voting stock is held by outsiders. Further­
more, effective control in companies whose stock has a 
wide distribution may be considerably less than 51 per 
cent. The accountant should consider these factors, and 
then decide whether consolidating or not consolidating 
the statements of the companies would present a more 
correct showing.
(3) The accounting principles prescribed by the bureau of 
internal revenue are designed primarily to facilitate the 
reporting and assessment of federal income taxes, by 
periods, and do not necessarily coincide with generally 
accepted accounting theory and practice. The taxpayer 
should keep his records in a manner consistent with 
ordinary accounting principles. Supplementary informa­
tion which may be necessary for the preparation of 
federal income-tax returns may be kept in memorandum 
form. The taxpayer’s statements should be prepared 
in a form and according to such principles as will most 
clearly and equitably present the true state of his affairs.
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T he N orthern Company
Balance-sheet
(After giving effect to the consolidation)
Assets
Current assets:
D ate..........
$ 901,500
Cash..................................................
Accounts receivable......................
Inventories......................................
..................................... $ 80,500
626,000
195,000
Prepaid insurance.............................. 4,500
Fixed assets:
Land................................................. ..................................... $ 650,000
Buildings......................................... ...............  $145,000
Less: reserve for depreciation___...............  29,000 116,000
Machinery and equipment.......... ...............  $385,000
Less: reserve for depreciation___...............  77,000 308,000 1,074,000
$1,980,000
Liabilities and net worth
Current liabilities:
Notes payable....................................................................... $ 90,000
Accounts payable................................................................. 274,000
Unpaid wages.......................................................................  32,000
Accrued taxes.......................................................................  9 ,000 $ 405,000
First mortgage bonds.............................................................  400,000
N et worth:
Capital stock —  authorized and issued —  100,000 
shares of a par value of $10 a share........................... $1,000,000
Paid-in surplus.....................................................................  175,000 1,175,000
$1,980,000
A simple problem of this type may be solved easily without 
the use of working papers. They are given here for explanatory 
purposes only.
No. 5. I t  seems reasonable to permit the write-down in the 
value of securities to be charged against the reserve for con­
tingencies, providing the actual loss, when the securities are 
sold or otherwise disposed of, is charged against the current 
operations. In this case, there was no profit of $50,000 arising 
through the sale of the securities during the current period, 
but, rather, a loss of $100,000, as shown below.
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Amount previously charged against the reserve for contingencies..........  $150,000
Amount considered as profit, after considering the above charge-off.. .  50,000
Loss on the sale of securities..............................................................................  $100,000
The $1,000,000 charged against the reserve-for-contingencies 
account “ to cover actual loans considered worthless during the 
year ” should be charged to operations and not buried in the 
reserve account, if such losses arose during the year. The candi­
date should remember that the undivided-profits account from 
which the reserve was created is to bank accounting what the 
surplus account is to manufacturing and trading corporations.
The problem requires a summary of the earnings statement. 
This statement follows. However, it would be well for the 
accountant to include an analysis of the surplus and undivided- 
profits accounts in his report to the directors.
X  N ational Bank
Statement of income and expense for the period from date to date
Income:
Discount earned...................................................................  $1,000,000
Interest on investments..................................................... 1,750,000 $2,750,000
Expenses:
Expenses................................................................................
Interest on time accounts..................................................
Taxes (federal and state)..................................................
Loss on sale of securities....................................................
Uncollectible loans...............................................................
N et loss, before any provision for decline in the value 
of securities owned..............................................................
$1,200,000
500,000
250,000
100,000
1,050,000 3,100,000
$ 350,000
No adjustment can be made for federal income taxes, if any 
provision had been made for such taxes, because all the necessary 
data are not given in the problem.
No. 6.
(1) The journal entries to record the purchase and sale of the 
treasury stock in January, 1934, follows:
January 1, 1934:
Treasury stock.....................................................................  $31,066.67
Cash..............................................  ................................. $31,066.67
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To record the purchase of 200 shares of treasury 
stock from Thomas Carlyle at a price of $155.33 a 
share.
January 10, 1934:
Cash........................................................................................  $38,000.00
Treasury stock.................................................................  $31,066.67
Profit on sale of treasury stock................................... 6 ,933.33
To record the sale of the 200 shares of treasury stock 
at $190 a share.
In this solution, the reserve set up by the accountant is assumed 
to be a surplus appropriation. If it were a valuation reserve or 
a liability, the book value at December 31, 1934, would be 
$2,000 less.
The Idaho Company
Statement showing how the book value of the stock on December 31, 1933, and 1934,
should be calculated
December 31, 1933:
Capital stock — 1,500 shares of a par value of 2100 each...........
Surplus:
2150,000.00
Balance, January 1, 1933...........................................
Profits for the year 1933............................................
Total............................................................................
Deduct:
Dividends paid June, 1933 (4% )...................... $ 6 ,000.00
Dividends declared, December 2 0 ,  1933 (4%). 6,000.00
Appropriation to sinking-fund reserve............. 6 ,000.00  18,000.00 52,000.00
Reserve for sinking fund:
Balance, January, 1933.............................................. ......................  $25,000.00
Appropriation for the year 1933.............................. ......................  6 ,000.00 31,000.00
Book value, December 31, 1933................................... 2233,000.00
(per share — $155.33)
December 3 1 ,  1934:
 
Capital stock...................................................................... $150.000.00
Surplus:
Balance, January 1, 1934...........................................
Profits for the year 1934.............................................
Total............................................................................
Deduct:
Dividends paid (9% )............................................ • 213,500.00
Appropriated to the following reserves:
Accountant’s ....................................................... 2 ,000.00
Possible market decline in inventories........ 4 ,000.00
Extension of plant............................................. 10,000.00
Sinking fund........................................................ 3 ,000 .00  32,500.00 44,500.00
Profit on sale of treasury stock:
Selling price...................................................................
Cost.................................................................................. 6 ,933.33
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Reserves:
Sinking fund.........................  .............................................................
Accountant’s ..........................................................................................
Possible market decline in inventories...........................................
Extension of plant...............................................................................
Book value, December 31, 1934...........................................................
(per share —  $167.62)
$34,000.00
2,000.00
4,000.00
10,000.00 $ 50,000.00
$251,433.33
No. 7.
(1) To obtain the average rate of income earned during the 
year, it will be necessary to know the average amount 
of the investment for the same period. This may be 
obtained by means of the following computation:
Endowment funds
Amount Months Product
July 1, 1933........... ............................  $5,500,000 12 $66,000,000
September 1, 1933........... ............................  15,000 10 150,000
October 1, 1933........... ............................  50,000 9 450,000
January 1, 1934........... ............................  85,000
$
510,000
March 1, 1934........... ............................  100,000 4 400,000
May 1, 1934........... ............................  25,000 2 50,000
Total. ............................  $5,775,000 $67,560,000
$67,560,000 ÷  12 =  $5,630,000, the average amount of the investment for the 
year.
$275,750 ÷  $5,630,000 =  4.898%, the average rate of income earned during the 
year.
(2) To obtain the amount of the income to be applied toward 
the expenses of the Dowd Chair of Chemistry, it will be 
necessary to learn the average amount of the investment 
of this fund, as follows:
Dowd Chair of Chemistry
Months Product 
12 $ 900,000
9 45,000
6 90,000
2 20,000
Amount
J u ly . . . .  1, 1933....................................................... $ 75,000
October 1, 1933 ....................................................... 5,000
January 1, 1934....................................................... 15,000
May 1 ,  1934....................................................... 10,000
T otal..................................................................  $105,000 $1,055,000
$ 1 ,0 5 5 ,0 0  times $275,750 =  $4,306.04, the amount of the income to be applied
$67,560,000 to  th e  D o w d  Chair o f Chemistry
fund.
AMERICAN INSTITUTE OF ACCOUNTANTS
Examination of November, 1935
Auditing, November, 1935
No. 1. In a merchandising business, two methods may be 
followed.
Instalment accounts in a finance company are generally shown 
in one amount in the balance-sheet supported by a schedule 
showing the monthly maturities. I t  is not common practice to 
make a distinction in the balance-sheet between current and 
other assets.
In a manufacturing or trading business, instalment accounts 
receivable may be shown as (1) current assets with a parenthetical 
note showing the amount of such accounts maturing beyond the 
year, or (2) amount currently due may be shown as a current 
asset and the amount due after one year may be shown below the 
current asset caption. In either case, the reserves for losses 
should be shown separately as a deduction from the accounts.
For credit purposes, supporting schedules showing the monthly 
maturities of the receivables is most desirable.
No. 2. Debenture — A written obligation issued against the 
general credit of the company without any special security.
Escrow — A deposit in the hands of a third party for delivery 
upon the fulfillment of some condition or for some other
purpose.
The following are taken from Accounting Terminology, prelimi­
nary report of a special committee on terminology published 
under the auspices of American Institute of Accountants.
Working fund —  “ Often funds supplied to branches to pay all disbursements, 
the total receipts of each branch being remitted to the head office. Such 
working funds are almost always imprest funds and are reimbursed in the 
same manner as other imprest funds. It is usual, however, for large pur­
chases, especially of fixed assets, to be paid for directly by the home office, 
not out of the working fund. This fund, indeed, is intended to do what its
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name implies, namely, supply funds for the working of the enterprise, not 
for its establishment or extension.”
Fund balance-sheet of a municipality —  “ (1) A balance-sheet which sets forth 
the assets and liabilities of a particular fund, e.g., sinking fund, corporate 
stock fund, trust fund.
“ This form of balance-sheet is used chiefly for municipal operations and 
when so used shows the funding relations of a city, or other political sub­
division, containing on the credit side unexpended authorizations to incur 
liabilities, contingent liabilities on contracts and orders, reserves for retire­
ment of temporary loans, etc., and on the debit side resources available for 
meeting them, such as cash not otherwise applied, outstanding taxes available 
and the amount of other revenue which a city or other political subdivision 
has pledged itself to collect.”
Hypothecation — “ The deposit of any securities or property as a pledge for 
the payment of a debt.”
Depreciation — “ Depreciation is loss in physical or functional value of physical 
property, other than wasting assets, due primarily and chiefly to ordinary 
wear and tear which has occurred theoretically in the past and is not offset 
by adequate repairs and replacements.”
Obsolescence — “ The basic idea conveyed by this word is that of becoming 
out-of-date or falling into disuse.
“ It is usually applied to plant and equipment which, although in good 
physical condition, has become old-fashioned through the progress of invention 
or advance in the arts, so that results are achieved more efficiently and at 
less cost under new methods.
“ Obsolescence may be caused by the cessation of demand for the par­
ticular articles for the production of which a plant or unit was constructed 
or installed. This element of loss would be eliminated if  the plant or unit 
could be readily converted to other use.”
Amortization — “ The basic idea suggested by this word is that of reducing 
redeeming or liquidating the amount of an account already in existence.
“ In finance and accounting this word means the gradual extinguish­
ment of an asset, a liability or a nominal account by prorating the amount 
of it over the period during which it will exist or its benefit will be realized.
“Amortization is caused by and the computations are based upon effluxion 
of time or units of production. Life of a right or obligation or loss o f pos­
session or use are the governing factors, e.g., amortization of a patent or of 
debt discount and expense, or of a bonus paid for a lease, or of the value of 
machinery, buildings, etc., on leasehold property which revert to the land­
lord upon expiration o f a lease, or o f the value of mine equipment whose useful 
life is known to exceed the productive life o f  the mine and is necessarily to be 
abandoned upon ceasing operations.
“Amortization is also used to denote the gradual extinguishment of a debt 
by means o f a sinking fund.”
No. 3. The deferred charges should be analyzed and segregated 
as to kind. The source from which they arose should be 
examined, the purpose of the expense and the method of
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amortization should be checked. Full comment on the expenses 
should be made in the audit report.
The deferred development expense and the deferred advertising 
expenses should be checked particularly to ascertain whether the 
products to which they apply are still being manufactured and 
sold, or whether they apply to products to be manufactured and 
sold in some future period. The basis of amortization is important 
and should be carefully considered. If the product is no longer 
being produced or sold, the expense applicable to the discontinued 
items should be segregated and written off, if it be possible to 
determine the amount.
The sundry operating expenses should be broken down into a 
more detailed classification, if practicable.
No. 4. The client probably wishes to improve his cash position, 
and also realizes that an equal reduction in the current assets 
and the current liabilities will improve the current ratio, even 
though the actual working capital may not be affected except 
for the discounts allowed and the discounts earned. If  the 
discounts earned are more or less than those allowed, the state­
ment of earnings (and net worth) will also be affected.
The accountant can not agree to this method of window dress­
ing, and he should adjust the accounts receivable, accounts 
payable, cash and discount accounts to the balances as at the 
balance-sheet date. His balance-sheet should show the true 
condition of the business as at the date of the balance-sheet as 
closely as possible. The reader of the statement accepts, in 
faith, that it is everything that it purports to be, a true statement 
of condition as at the date shown.
If  comparative statements are rendered, the comparative figures 
should be adjusted also.
No. 5. I t  is not the general practice to segregate the past due 
accounts payable items in the balance-sheet, inasmuch as all 
of the past due payables and those due within the current 
period are shown as current liabilities. The ratio of current 
assets to current liabilities will indicate, to a large degree, the 
ability of the company to meet its current obligations.
If  any unusual situation is disclosed, such as a particularly
large amount of long past due accounts, that fact should be 
shown in the balance-sheet.  
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No. 6. I would not accept the engagement subject to payment 
in the listed stock of the company because I might be charged 
with rendering a report which would influence the market 
price of the stock which I was to receive. The possibility of 
being biased in the auditing of accounts of a company in which 
the accountant is a stockholder, even though remote, is always 
present.
The company’s officers should have no objection to selling the 
stock to obtain the amount of the fee.
No. 7. The auditor should maintain control of all the cash, 
cash items and negotiable instruments until he has completed 
his audit of such items. This may be accomplished by dis­
tributing the staff and making the various cash counts and 
security verifications simultaneously, or by placing the securities 
under seal while the cash is being counted. Representatives 
of the bank should be required to be in attendance with all 
members of the accountant’s staff.
(a) Cash on hand and in other banks:
All cash should be counted; bundles of bills and rolls of coins should 
be tested. All cash and clearing items, cheques, money orders, etc., should 
be forwarded for clearing under the control of the auditor and should be 
followed up to see that the proceeds have been credited to the account of 
the bank. The amount due from banks should be verified by requesting 
confirmations from all the banks, together with statements of the client’s 
bank account from the date of the last statement to the date of the audit, 
so that all transit items may be checked. The statements should then be 
reconciled with the ledger accounts.
(b) Collateral loans:
The notes should be examined for formality and negotiability; signa­
tures and endorsements on the larger items should be compared with the 
signatures on record. Notes discounted or out for collection should be 
confirmed. All the collateral indicated by the register should be found, 
examined and valued. The collateral should be examined to ascertain 
that it has been endorsed or is accompanied by a power of attorney. Demand 
loans long outstanding and past due time loans (even though secured by 
collateral) should be examined to determine whether a reserve for loss is 
required. Amounts due from officers and directors should be shown 
separately.
(c) Bank’s own investments:
To facilitate the inspection and count of the bank’s own investments, 
it would be well to prepare schedules from the books and records before 
commencing the audit of the investments. All the securities should be 
counted and inspected and checked against the prepared schedule. This
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schedule should contain a complete description and classification, including 
the purchase date, maturity date, interest rate, interest dates, par value, 
cost, market value, dividend rates, dividend dates, etc. All stocks and 
registered bonds should be in the name of the client bank; all coupon bonds 
should have the future coupons attached. The accrued interest should 
be computed. Any securities not on hand should be noted and verified by 
confirmations from the custodians. In addition, all the documents —  
bonds, title guarantee, fire-insurance policies, etc.,—  accompanying mort­
gages owned by the bank should be inspected. Interest income should 
be traced through the cash records, and the accrued interest should be 
computed. Past due and defaulted mortgages and bonds should be con­
sidered with a bank officer and a reserve for loss should be set up. Con­
sideration should also be given to providing a reserve against any decline 
in the market value of the securities.
No. 8.
(a) Depreciation is an operating expense; the provision of
$16,000 for the year should be charged against profit and 
loss and credited to the reserve for depreciation account.
(b) The dividends of $25,000 on preferred stock payable the
following day, while not a charge against operating 
income, should be shown as a current liability in the 
balance-sheet. The charge should be made against sur­
plus account.
(c) I t is a well known accounting principle that profits may be
earned only on sales to outsiders; a saving is not a profit. 
When the company charged its machinery account 
$17,000 for the machine which cost $12,000 to construct, 
it produced no profit. The saving of 55,000 should have 
been credited to an unrealized-profit account, and not to 
earnings.
(d) The provision for the setting aside of 515,000 from earnings
(under the trust indenture) reduces the amount available 
for dividends, but it does not reduce the amount of the 
current year’s earnings.
(e) Accountants are not in agreement concerning the treatment
of so-called non-recurring credits; theoretically, such 
credits should be made directly to the surplus accounts 
and not be considered as a part of the operating income. 
However, as the profit was realized, it is available for 
dividends.
(f) Provision for the federal income tax on the current year’s
profits should be made. As shown in the following state-
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ment, the taxable income is $44,000. As the rate is 13% 
per cent., the liability for such tax is (13% per cent. of 
$44,000) $6,050. This amount should be deducted in 
computing the amount available for dividends.
(a) Statement showing the correct earnings.
N et income as reported......................................................  $65,000
Deduct:
Provision for depreciation.............................................  $16,000
Eliminate saving treated as a profit...........................  5,000 21,000
N et income, before provision for federal income taxes. $44,000
Deduct: federal income taxes.............................................  6,050
N et income.............................................................................  $37,950
(b) Statement showing the net income available for 
dividends.
N et income as reported......................................................  $65,000
Deduct:
Provision for depreciation.............................................  $16,000
Eliminate saving treated as a profit...........................  5,000
Provision for federal income tax ..................................  6,050 27,050
N et income available for dividends, before provision 
for sinking fund................................................................  $37,950
Sinking-fund provision......................... ......................... .... 15,000
N et income available for dividends................................. $22,950
No. 9. I f  the explanation of the president “ that . . . most 
of the surplus is legally available for dividends ” is true, I 
would expect to find that the surplus profits have been reinvested 
in plant additions. My report would cover this point, stating 
that while the company had a surplus account, the funds were 
applied to the purchase of additional plant facilities and con­
sequently were not on hand for the payment of dividends. A 
statement of application of funds would be included as a part 
of my report.
I t  is also possible that certain restrictions on the payment of 
dividends may have been made in the provisions for a bond or 
preferred stock issue; that the surplus was created by a write-up 
of values; that the surplus account is, in fact, a paid-in or capital 
surplus not legally available for dividends. If so, I would obtain
356 A N S W E R S
an opinion of the company’s attorney as to the legality of the 
declaration of dividends, from these sources, and comment fully 
upon my findings in the report.
No. 10. “ If buildings are erected or improvements made by a
lessee and such buildings or improvements immediately become 
the property of the lessor, as, for instance, if they are not 
subject to removal by the lessee, the lessor may at his option 
report the income therefrom upon any one of the following 
bases:
“ (a) The lessor may report as income for the taxable year in which such build­
ings or improvements are completed their fair market value at the time 
of their completion.
“ (b) The lessor may report as income at the time when such buildings or improve­
ments are completed the fair market value of such buildings or improve­
ments subject to the lease.
“ (c) The lessor may spread over the life o f the lease the estimated depreciated 
value of such buildings or improvements at the expiration of the lease 
and report as income for each year of the lease an aliquot part thereof.
“ Except in cases where the lessor has reported income upon 
basis (a), if the lease is terminated so that the lessor comes into 
possession or control of the property prior to the time originally 
fixed for the expiration of the lease, the lessor shall report income 
for the year in which the lease is so terminated to the extent that 
the value of such buildings or improvements when he becomes 
entitled to such possession exceeds the amount already reported 
as income on account of the erection of such buildings or improve­
ments. No appreciation in value due to causes other than the 
termination of the lease shall be included.” Regulations 86, 
article 22 (a) — 13.
I t will be seen that the lessor has a choice of three different 
bases upon which to report the income. In the year 1934, unless 
the corporation reported on basis (a), the taxpayer should include 
as income the value of the additions erected by the lessee to the 
extent that the value of such additions to the buildings exceeds 
the amount already reported. In the case of the machinery, the 
corporation should report as income the value of the new machinery 
to the extent that the value of such new machinery at the date of 
the termination of the lease exceeded the value of the old machinery 
had the old machinery not been replaced.
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No. 11. While the cost of having the monthly statements pre­
pared by a public accountant will be higher than if the state­
ments were prepared by the bookkeeper, the following should 
be considered:
(1) The accountant is better trained and has had a broader experience.
(2) Suggestions relative to the system of internal check and its operation can
be offered immediately.
(3) The opinion and the suggestions of the accountant are unbiased.
(4) The fact that the statements were being prepared by the accountant would
probably minimize the possibility of fraud or embezzlement.
(5) The accountant would be available immediately to analyze and confer on
the statements.
(6) The latest statements would be available for certification should the client
need them.
Accounting Theory and Practice, Part I, November, 1935
No. 1. The effective rates of interest may be approximated by 
the use of the following formulae in which:
r =  the effective rate per period o f six months 
I  =  the total interest payable over the entire life of the bond 
P  =  the par value of the bond ($1,000)
S  =  the selling price o f the bond (the amount received, after expenses, by the 
issuing company)
P r =  the premium 
D  =  the discount
n =  the number of interest periods or payments 
I f  the bonds are sold at a premium:
r = 2 ( I — Pr)n S +  P +  Pr
n
I f  the bonds are sold at a discount:
2 ( 1 +  D)
r  = n S +  P  —  D
n
While both the offers provide for a premium to be paid to the 
issuing company, the legal and accounting expenses must be 
considered as a reduction of such premium in computing the 
interest cost. Hence, in the following schedule of factors in 
terms of a bond of $1,000, the $300,000 expense for services is 
deducted from the sales price and the premium in the case of 
“  A ” , In the case of “ B ” , whose offer provides for a premium 
of $221,010, the service charge converts the premium into a 
discount of ($300,000 — $221,010) $78,990 for the purpose of 
our calculation.
Amount
Per $1,000 
bond
" A ’s ” offer:
Sales price ($54,013,890 —  $300,000)...................... $53,713,890.00 $1,013.47
Premium ($1,015,890 — $300,000)...........................
Interest payable during the entire life of the
713,890.00 13.47
bonds (3½ % of $1,000 for 30 years).................. 1 ,050.00
“ B’s ” offer:
Sales price ($53,221,010 — $300,000)...................... 52,921,010.00 998.51
Discount ($300,000 — $221,010)...............................
Interest payable during the entire life of the bonds
78,990.00 1.49
(3.4% of $1,000 for 30 years)................................ 1 ,020.00
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Solving for "  A":
2 ($1,050.00 — $13.47)
60 $1,013.47 +  $1,000.00 +
$13.47
60
$2,073.06
$120,821.40
or 1.716% per period.
Solving for “ B":
2 ($1,020.00 +  $1.49) $ 2,042.98
60 $998.51 +  $1,000.00 —
$1.49
60
= $119,909.40 or 1.704% per period.
Or a semi-annual interest saving of approximately 1.20%
On an issue of $53,000,000 of bonds, the semi-annual interest 
saving would amount to ($53,000,000 X .012%) $6,360.
This semi-annual interest saving, expressed in terms of its 
present value at a rate of 3½  per cent., amounts to ($6,360 X 
36.96399) $235,090.98. However, the use of a rate of 3½ per cent. 
is subject to question because of the many other factors involved. 
If  any interest saving is to be discussed, it would be preferable 
to state the semi-annual saving of $6,360.
The next question to consider is the president’s statement that 
the advantage of a reduction in the company’s short-term debt 
of approximately $800,000 more than offsets the interest saving 
under the lower coupon rate. If  the current market price of 
the 5 per cent. notes outstanding reflects the current rate for 
short-term money, we find that the rate is 1.2 per cent. per annum
as shown below:
Interest at 5% from July 1, 1935, to April 15, 1936......................  $39.46
Premium...................................................................................................... 30.00
---------- 
N et interest for 288 days........................................................................ $ 9 .46
Annual rate (9.46 X  365/288).............................................................  1 .2%
The assumption that approximately 762 of these 31,000 notes 
could be acquired immediately on the open market, without 
causing an increase in the market price, is subject to question. 
Even though it were possible, paying .024 per cent. more for the 
long-term bond interest would not be offset by the purchase of 
the $762,000 of short-term notes paying 1.2 per cent. per annum.
Another point to consider is the possibility of reacquiring 
some or all of the issue of bonds before maturity, at a favorable
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price. In any given market bonds bearing a coupon of 3.4 per 
cent. could be acquired for a smaller, premium than the same 
bonds bearing 3.5 per cent. coupons. Such savings, although 
impossible of accurate estimation, would nevertheless be real and 
undoubtedly considerable.
No. 2.
Adjusting entries
(1)
Funds principal — loan funds..............................................  $ 500
Notes receivable — loan funds......................................... $ 500
To write off the notes of loan fund of $500 which 
are uncollectible.
(2)
Cash —  general current funds..............................................  1,000
Fund balances —  funds subject to annuities.................... 1,000
Cash — funds subject to annuities.................................  1,000
Unappropriated surplus —  general current fu n d s... 1,000
To record the transfer o f $1,000 in cash to the 
general current funds. This cash is available 
because of the death of the annuitant.
 
(3)
Expenditures for plant additions — funds invested in 
plant........................................................................................  14,000
Plant additions funds balances — funds invested 
in plant..........................................................................  14,000
To set up the new equipment purchased from cur­
rent funds.
(4)
Investment in plant — funds invested in plant..............   32,000
Educational plant —  funds invested in plant.............. 32,000
To write off the plant assets of $32,000 which had 
worn out or had been otherwise disposed of 
during the year.
(5)
Appropriation expenditures —  general current funds.. 6 ,000
Orders and contracts payable —  general current
funds...............................................................................  6,000
To record the liability on orders and contracts 
outstanding at the end of the year.
(6)
Endowment funds principal —  endowment funds.........  200,000
Undesignated funds —  endowment funds....................  200,000
To indicate the undesignated funds included in 
the endowment funds principal balance at the 
beginning of the year.
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(7)
Undesignated funds — endowment funds......................... $ 100,000
Endowment funds principal — endowment fun d s...
To credit the principal account with the amount 
expended for the residence hall. It is assumed 
that while the balance of the undesignated 
funds at the beginning of the year amounted 
to $200,000, the amount expended for the 
residence hall was taken from the undesignated 
funds.
Closing entries
(8)
Educational and general income.........................................  1,070,000
Auxiliary enterprises income................................................  315,000
Other non-educational income.............................................. 15,000
Estimated income................................................................
Unappropriated surplus.....................................................
To close the revenue accounts and to transfer the 
excess of actual over estimated revenues to the 
unappropriated surplus account.
Appropriations.......................................................................... 1,360,000
Unappropriated surplus
Educational and general expenditures...........................
Auxiliary enterprises expenditures..................................
Other non-educational expenditures...............................
Appropriation expenditures..............................................
Unappropriated surplus.....................................................
To close the appropriation and expenditure 
accounts to unappropriated surplus.
(10)
Unappropriated surplus.........................................................  62,000
Transfer to plant funds......................................................
To write-off the transfer to plant funds.
(11)
Loan funds:
Income........................................................................................  2 ,000
Gifts to loan funds during the year....................................  15,000
Funds principal....................................................................
To close the income and gifts account to funds
principal account.
$ 100,000
1,385,000
15,000
1 ,060 ,000 
252,000
26,000
6,000
16,000
62,000
17,000
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Endowment and other non-expendable funds:
(12)
Profit on sales of investments..............................................  $ 10,000
Gifts to endowments........................................... ................... 100,000
State tax collections for endowment..................................  100,000
Endowment funds principal.............................................
To close the income, gifts and tax collection
accounts to the funds principal account.
Funds subject to annuities:
(13)
Gifts to annuity funds............................................................ 20,000
Fund balances......................................................................
To close the gifts account to the fund balances 
account.
Unexpended plant funds:
(14)
State appropriations for plant additions...........................  200,000
Gifts for plant additions........................................................  50,000
Income on investments..........................................................  2,000
Transfer from current funds.................................................  62,000
Plant additions funds balances............................................  46,000
Expenditures for plant additions.............................. ..
To close the state appropriations, gifts, income,
expenditure and transfer accounts to the funds 
balances account.
Funds invested in plant:
(15)
Educational plant....................................................................  360,000
Investment in plant............................................................
To record the additions to the plant during the 
year.
210,000
20,000
360,000
360, 000
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A College
Statement of current income and expenditures 
for the year ended —  blank date
General
current
funds
Income:
Educational and general....................................................  $1,070,000
Auxiliary enterprises........................................................... 315,000
Other non-educational........................................................ 15,000
Total income..................................................................... $1,400,000
Expenditures:
Educational and general....................................................  $1,060,000
Auxiliary.............  ................................................................  252,000
Other non-educational........................................................  26,000
Appropriation expenditures —  orders and contracts. 6,000
Total expenditures..........................................................  $1,344,000
Excess of income over expenditures...................................  $ 56,000
No. 3.
Goe, Gettem and Goode
Statement of partners’ capital accounts for the period from January 1, 1933, to 
December 3 1 ,  1934
Capital accounts
Goe Gettem Goode Goode loan 
Profit-and-loss ratio (40%) (40%)   (20%) account Together
Balances, January 1, 1933.........$25,000.00 $15,000.00 $ $40,000.00
Transferred from Goe to Goode 6 ,260.00  6 ,250.00
Balances after admission of
Goode..........................................  $18,750.00 $15,000.00 $6 ,250.00  $40,000.00
Add:
Profits for 1933......................... 15,000.00
Goe 40% .........................  6 ,000.00
Gettem 40% .........................  6 ,000.00
Goode 20% .........................  3 ,000.00
Total...................................  $24 ,750.00 $21,000.00 $9,250.00  $55,000.00
Deduct:
Withdrawals..............................  7 ,000.00  5,000.00  2,500.00  14,500.00
Balances, December 3 1 ,1 9 3 3 .. $17,750.00 $16,000.00 $6 ,750.00  $40,500.00
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Deduct:
Loss for 1934............................  $25,000.00
Goe 40% .........................  $10,000.00
Gettem 40% .........................  $10,000.00
Goode 20% .........................  $5,000.00
Withdrawals..............................  4 ,000.00  3,000.00  2,000.00  9 ,000.00
Total deductions.............  $14,000.00 $13,000.00 $7,000.00  $34,000.00
Balances before loan...................  $ 3 ,750.00  $ 3 ,000.00  $ 250 .00  $ 6 ,500 .00
Add:
Loan............................................  $1,000.00 1 ,000.00
Balances, December 31, 1934
(before liquidation).................  $ 3 .750 .00  $ 3 ,000.00  $ 250 .00  $1,000.00 $ 7 ,500.00
Deduct: loss:
Assets sold............$6 ,500.00
Cash received .... 1,500.00
Loss.................... $5 ,000.00  2 ,000 .00  2 ,000 .00  1 ,000.00 5,000.00
Balances, December 31, 1934
(after loss)................................. $ 1,750.00 $ 1,000.00  $1,250.00  $1,000.00 $ 2,500.00
Noth.—  The problem states that Goode was to pay to Goe, personally, “ $10,000 for the 
transfer from Goe’s capital account to Goode’s capital account . . . of a one-quarter interest." 
Does this mean a one-quarter interest in the total capital of the partnership investment or 
a one-quarter interest in Goe’s investment in the partnership? If it was intended to transfer 
a one-quarter interest in the total investment of $40,000, or $10,000, to Goode’s capital 
account, Goode would have a credit balance of $2,500, and Goe a debit balance of $2,000 at 
December 3 1 ,  1934, after providing for the loss of $5,000 on the sale of the assets. However, 
this does not seem to be the intention of the examiners for the problem states " that Goe and 
Gettem may have to absorb any deficiency on Goode’s accounts." This solution is based 
upon a transfer of one-quarter of the balance in Goe’s account to Goode.
(1) Statement showing the distribution of the $1,500 cash.
Capital accounts
Goe Gettem Goode Goode loan 
Profit-and-loss ratio (40%) (40%) (20%) account Together
Balances, December 31, 1934
(after loss).................................  $ 1 ,750.00 $ 1 ,000.00 $1,250.00  $1,000.00 $ 2,500.00
Additional possible loss:
Asset unrealized.......................  1 ,000.00
Goe (40% )......................  400.00
Gettem (40% )......................  400.00
Goode (20% )......................  200.00
Balances.........................................  $ 1 ,350.00 $ 600.00 $1,450.00  $1 ,000.00 $ 1 , 500.00
Transfer Goode’s loan account
to capital...................................  1 ,000.00  1,000.00
Balances, after transfer..............$ 1 ,350.00 $ 600.00 $ 450.00 $ $ 1 ,500.00
Additional possible loss:
On Goode's account................ 450.00
Goe (40/80).................... 225.00
Gettem (40/80).................... 225.00
Cash to be d istr ib u ted ............ $ 1 ,125.00 $ 375.00 $ $ $ 1,500.00
368 A N S W E R S
(2) Statement showing the distribution of the proceeds from the sale of the doubtful asset which 
was sold for $800.
Capital accounts
Goe Gettem Goode Goode loan
Profit-and-loss ratio (40%) (40%) (20%) account Together
Balances, December 31, 1934
(after loss)................................. $ 1 ,750.00  $ 1 ,000.00 $1,250.00 31,000.00 3 2 ,500 .00
First cash distribution................ 1 ,125.00 375.00 1,500.00
Balances, after first cash dis­
tribution .....................................
$
625.00 3 625.00 $1,250.00 $1,000.00 $ 1,000.00
Additional loss on sale of asset:
Cost........................ $1,000.00
Amount received. 800.00
Loss...............  $ 200.00 200.00
Goe (40% )............. 80.00
Gettem (40% )............. 80.00
Goode (20% )............. 40.00
Balances.......................................... 545.00 $ 545.00 $1,290.00 $1,000.00 $ 800.00
Transfer Goode's loan account
to capital.................................... 1 ,000.00 1,000.00
Balances, after transfer.............. 545.00 $ 545.00 $ 290.00 $ $ 800.00
Additional possible loss on
Goode's account.............. 290.00
Goe (40 /80).................... 145.00
Gettem (40 /80).................... 145.00
Cash to be distributed................ 3 400.00 3 400.00
$
$ $ 800.00
(3) Statement showing the distribution of $5,000 cash received on the realization of the " sole 
remaining asset.”
Note.—  As it  was agreed that the $1,500 cash should be distributed before realization 
of the sole remaining asset of $1,000, it is understood that $5,000 was received for this 
asset. The following statement begins with the balances in the accounts after the payment 
of the $1,500 as shown in (2).
Capital accounts
Profit-and-loss ratio
Goe
(40%)
Gettem
(40%)
Goode
(20%)
Goode loan
account Together
Balances, December 31, 1934, 
after the first cash distribu­
tion of $1,500............................
Profit on sale of sole remaining 
asset:
Selling price......... $5 ,000.00
Cost........................ 1 ,000.00
$ 625.00 $ 625.00 $1,250.00 $1,000.00 $ 1 ,000.00
Profit.................  $4 ,000.00 4,000.00
Goe (40%)..................
Gettem (40% )..................
Goode (20% )..................
1,600.00
1,600.00
800.00
B alances........................................ $ 2 ,225.00  $ 2,225.00 $ 450.00 $1,000.00 $ 5 ,000.00
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Transfer of debit balance in 
Goode’s capital account to
his loan account.......................  $ 450.00 $ 450.00
Cash to be distributed...............  $ 2 ,225.00  $ 2 ,225.00  $ $ 550.00 $ 5,000.00
(4) Statement showing the amount that should be realized so that Goode’s share may exactly 
reimburse his partners for the deficiency assumed by them.
Note.— The balance in Goode’s account at December 31, 1934 ($1,250), after offsetting 
his credit in the loan account ($1,000) is a $250 debit balance. As his share of the profits 
is 20%, any profit which exactly equals five times that debit balance would eliminate the 
deficiency, as shown below:
Capital accounts
Goe Gettem Goode Goode loan 
Profit-and-loss ratio (40%) (40%) (20%) account Together
Balances, December 31, 1934, 
after the first cash distribu­
tion of $1,500............................ $ 6 2 5 .0 0 $  625.00 $1,250.00  $1,000.00 $ 1,000.00
Profit on sale of sole remaining 
asset:
Selling price......... $2,250.00
Cost........................ 1,000.00
Profit.................  $1,250.00 1 ,250.00
Goe (40% ).................. 500.00
Gettem (40% )................. 500.00
Goode (20% ).................. 250.00
Balances................................... .. . .  $ 1 ,125.00  $ 1 ,125.00  
in 
to
$1,000.00  $1,000.00 $ 2 ,250.00
Transfer of debit 
Goode’s capital 
his loan account.
balance
account
1 ,000.00 1,000.00
Cash to be distributed........... . .  $ 1 ,125.00  $ 1 ,125.00 $ $ $ 2 ,250 .00
No. 4.
The total number o f square feet in the 60 acre tract is
(43,560 square feet times 60).........................................  2 ,613,600 square feet
from which the amount used for streets, parkways,
tract alleys, etc., should be deducted..........................  701,100
leaving the amount available for salable lots............... 1,912,500 square feet
As there are 12,750 square feet to each lot, the number of lots 
available for sale is determined to be (1,912,500 ÷  12,750) 150.
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These lots are further divided between class “ A ” and class 
“ B ” in the ratio of 1 to 2 so that we find that there were:
Class “A” ................................................................................  SO lots
Class “ B ” ............................................................................... 100 lots
T otal................................................................................. 150 lots
The selling price of these lots by classes was:
Each Number Total
Class “A” :
(12,750 times 8¢) .................... .............  $1,020.00 50 $ 51,000.00
Class “ B":
(12,750 times 7¢) ............... .............  892.50 100 89,250.00
Totals................................ 150 $140,250.00
The cost of these lots by classes was:
Total cost:
Land...............................................................................................................  $ 24,000.00
Improvements and expenses..................................................................... 91,620.00
T otal......................................................................................................  $115,620.00
The cost was allocated to the two classes of lots, as follows:
Total Each
Class “A” :
(51,000/140,250 times $115,620.00)................. .............  $ 42,043.64 $840.87
Class “ B":
(89,250/140,250 times $115,620.00)............... .............  73,576.36 735.76
T otal...................................................................................  $115,620.00
The gross profit on these lots by classes was:
Class Class
“A” “ B ”
Sales price.........................................................................  $1,020.00 $892.50
C ost....................................................................................  840.87 735.76
Gross profit..................................................................... $ 179.13 $156.74
The unearned “ income ” is computed by ascertaining the gross 
profit on the number of lots sold and by multiplying that result 
by the percentage of uncollected instalments.
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The unearned income (gross profit) by years was:
Third
year
30%Percentage of uncollected instalments.
Second
year
......... ...........................  40%
Class “A” :
Lots sold on instalment plan.............. 30
Unearned income................................... .....................................  $429.91 $1,612.17
Class “ B”:
Lots sold on instalment plan.............. .....................................  11 58
Unearned income................................... .....................................  $689.66 $2,727.28
T he Roane R ealty Company
Statement of gross income, by classes of lots, for the second year
Number of lots sold....................................
Gross sales:
Cash sales..................................................
Instalment sales.......................................
Class “A” 
(10)
$ 4 ,080.00  
6,120.00
Class “ B ” 
(17)
$ 5,355.00  
9,817.50
Total
(27)
$ 9 ,435.00
15,937.50
Total sales......................................... $10,200.00 $15,172.50 $ 25,372.50
Less: discount on cash sales (1 0 % )... 408.00 535.50 943.50
N et sales......................................................... $ 9 ,792.00 $14,637.00 $ 24,429.00
Deduct: cost of sales:
Class “A” (10 lots at $840.87).........
Class “ B ” (17 lots at $735 .76)....
8 ,408.70
12,507.92
20,916.62
Gross profit on sales.................................... $ 1,383.30 $ 2,129.08 $ 3 ,512.38
Deduct: unearned income (gross profit). 429.91 689.66 1,119.57
Gross profit earned...................................... $ 953.39 $ 1,439.42 $ 2,392.81
T he Roane R ealty Company 
Statement o f gross income, by classes of lots, for the third year
Class “A” Class “ B ” Total 
Number of lots sold..................................... (40) (83) (123)
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Class “A” Class “ B ” Total
Gross sales:
Cash sales.................................................. $10,200.00 $22,312.50 $ 32,512.50
Instalment sales....................................... 30,600.00 51,765.00 82,365.00
Total sales......................................... $40,800.00 $74,077.50 $114,877.50
Less: discount on cash sales (1 0 % )... 1 ,020.00 2,231.25 3,251.25
N et sales......................................................... $39,780.00 $71,846.25 $111,626.25
Deduct: cost of sales: 94,702.88
Class “A” (40 lots at $840.87)............. 33,634.80
Class “ B ” (83 lots at $735.76).......... 61,068.08
Gross profit on sales.................................... $ 6 ,145.20 $10,778.17 $ 16,923.37
Deduct: unearned income (gross profit). 1,612.17 2,727.28 4,339.45
Gross profit earned on sales of third year. $ 4,533.03 $ 8,050.89 $ 12,583.92
Add: gross profit earned on second years’
sales............................................................. 429.91 689.66 1,119.57
Gross profit earned for the year.............. $ 4 ,962.94 $ 8,740.55 $ 13,703.49
No. 5.
Exhibit A
John Gibbon T rust — John D oe, T rustee 
Charge and discharge statement as to principal from January 1, 1930, to
December 3 1 ,  1934
I charge myself with:
Assets per inventory:
10,000 shares of the K. O. Corporation valued at $100 each. $1,000,000.00  
$300,000 par value of bonds of the K. O. Corporation paying
interest at 6% per annum on June 30th and December 31st 300,000.00
T otal.....................................................................................  ...........  $1 ,300,000.00
The above assets belonging to the trust are still in the trustee’s possession at 
December 31, 1934.
Exhibit B
John Gibbon T rust —  John D oe, T rustee 
Charge and discharge statement as to income from January 1, 1930, to
December 31, 1934
I charge myself with:
Dividends on 10,000 shares of K. O. Corporation stock.................. $240,000.00
Interest on K. O. 6% bonds..................................................................... 90,000.00
T otal........................................ .............................................................  $330,000.00
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I credit myself with:
Expenses:
Expenses................................................................. ... ..
Trustee’s fees...............................................................
Payments to beneficiaries:
Ethel Gibbon............................. ..................................
William Gibbon...........................................................
$ 6 ,000 .00  
25,000.00 $ 31,000.00
$124,250.00
63,000.00 187,250.00
Payment to the executor of the estate of Ethel Gibbon...............  100,000.00
Total.........................................................  ........................................... $318,250.00
Balance of undistributed cash held for William Gibbon...................... $ 11,750.00
N ote.— The details of the cash receipts and expenditures of 
this trust are shown in exhibit C.
Exhibit C
John Gibbon T rust —  John D oe, T rustee 
Statement of cash receipts and disbursements for the period January 1, 1930, 
to December 31, 1934
Distribution
Receipts:
Dividends received (10,000 shares 
K. O. Corporation):
February 1, 1930...............................
1931 ...............................
1932 ...............................
1933 ...............................
1934 ...............................
Total dividends..............................
Interest on K. O. Corporation bonds 
($300,000 at 6%  per annum):
June 30, 1930.............................
December 31, 1930............................
June 3 0 ,  1931.............................
December 31, 1931............................
June 30, 1932.............................
December 3 1 ,  1932...........................
June 30, 1933.............................
December 31, 1933............................
Amount
Ethel
Gibbon
William
Gibbon
$ 40,000.00 $ 40,000.00
40,000.00 40,000.00
40,000.00 40,000.00
60,000.00 60,000.00
60,000.00 $60,000.00
$240,000.00 $180,000.00 $60,000.00
$ 9 ,000.00 $ 9 ,000 .00
9,000.00 9 ,000.00
9,000.00 9,000.00
9,000.00 9 ,000.00
9,000.00 9 ,000.00
9,000 .00 9,000 .00
9,000.00 9,000 .00
9 ,000.00 4,500 .00  $ 4 ,500.00
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June 30, 1934...............
December 31, 1934...............
...........  $ 9 ,000.00
...........  9 ,000 .00
Total interest.................... ...........  $ 90,000.00 $ 67,500.00
Total income...................... ...........  $330,000.00 $247,500.00
$ 9 ,000 .00  
9,000.00
$22,500.00
$82,500.00
Disbursements:
Expenses:
From January 1, 1930, to Septem­
ber 30, 1933 (45 months at $100 
a m onth).........................................  $ 4 ,500.00
From October 1, 1933, to Decem­
ber 31, 1934 (15 months at $100 
a m onth)......... ................................ 1 ,500.00
Trustee’s fees:
From January 1, 1930, to Septem­
ber 30, 1933 (3¾  years at 
$5,000 a year)................................. 18,750.00
From October 1, 1930, to Decem­
ber 3 1 ,  1934....................................  6 ,250.00
$ 4,500.00
18,750.00
$ 1,500.00
6,250.00
Total expenses...............................  $ 31,000.00 $ 23,250.00 $ 7 ,750.00
Excess of income over expenses.............  $299,000.00 $224,250.00 $74,750.00
Payment to beneficiaries:
1930 ...................... ....................................
1931 ...........................................................
1932 ......................................................
1933 ...........................................................
1934 ...........................................................
$ 27,250.00  
35,000.00  
25,000.00  
54,000.00  
46,000.00
$ 27,250.00  
35,000.00  
25,000.00  
37,000.00 $17,000.00
46,000.00
Total payments to beneficiaries. $187,250.00 $124,250.00 $63,000.00
Balances......................................  ................ $111,750.00 $100,000.00
Payment to Ethel Gibbon trust............  100,000. 00 100,000.00
$11,750.00
Balance of cash on hand held for 
William Gibbon..................................... $ 11,750.00 $11,750.00
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Exhibit D
Ethel Gibbon T rust — John D oe, T rustee 
Charge and discharge statement as to principal from September 1, 1933, to 
December 31, 1934
I charge myself with:
Cash received from the unexpended income due to Ethel Gibbon 
from the John Gibbon trust, which has been invested in 
4% certificates of deposit............... .....................................................  $100,000.00
The above certificates of deposit belonging to the trust are 
still in the trustee’s possession at December 3 1 ,  1934.
Exhibit E
Ethel Gibbon T rust — John D oe, T rustee 
Charge and discharge statement as to income from September 30, 1933, to 
December 31, 1934
I charge myself with:
Interest received during the period on the 4% certificates of
deposit (1¼ years at 4% on $100,000)............................................. $ 5 ,000.00
I credit myself with:
Payment to the beneficiary, Joseph Hart, during 1934 .................... 3 ,000 .00
Balance, December 31, 1934........................................................................  $ 2 ,000 .00
The above balance belonging to the trust is represented by 
cash held by the trustee at December 31, 1934.
No. 6.
(a) From the statement of the problem it appears that the 
X  Y Z Corporation was a holding company and had 
no income other than that received from its subsidiaries. 
The problem does not state the basis at which the invest­
ments in the subsidiary companies were recorded on the 
books of the holding company at the time of the exchange 
(April 30, 1935). Two bases may be used. The accounts 
may be shown (1) at the par value of the subsidiary 
companies' stock accounts (the exchange was on a share 
for share basis) or (2) they may be written up to the 
book value of the underlying net assets of the subsidiary 
companies with the offsetting credit for the surplus 
accounts of the subsidiaries shown in the accounts of the 
X Y Z Corporation as “ surplus of subsidiary companies 
at the date of acquisition” . The earnings for the two 
months ($60,000) during which the subsidiaries were 
owned and controlled by the X  Y Z Corporation may
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be taken up in its accounts by debiting the investment 
accounts and crediting “ Earnings of subsidiaries during 
period of ownership.” If  method (1) is followed, the 
book value of the subsidiaries may be stated parenthetic­
ally in the balance-sheet of the X  Y Z Corporation.
The financial condition of the X  Y Z Corporation would 
be more clearly presented by means of a consolidated 
balance-sheet of all the companies. In the preparation 
of a consolidated balance-sheet, the reciprocal accounts 
(the investment accounts in the subsidiaries on the 
holding company’s books and the capital stock and 
surplus accounts prior to the date of acquisition of the 
subsidiaries on the subsidiaries’ books) would be elimi­
nated and the assets and liabilities of the companies 
would be consolidated. The combined earnings ($60,000) 
since acquisition would be shown as consolidated surplus.
(b) The answer to this question depends upon the statutes 
of the state of incorporation of the companies. It is 
true that the X  Y Z Corporation owns and controls the 
subsidiary companies and may, through the boards of 
directors of these companies, have dividends declared 
and paid to the X Y Z Corporation. From the view­
point of the economist, the X Y Z Corporation has enjoyed 
an increase in its net assets of $60,000 during the two 
months’ period of ownership. But from the legal view­
point, the X  Y Z Corporation has no earnings until it 
actually receives dividends from its subsidiaries, and it 
may not pay any dividends to its stockholders until it 
realizes the earnings of its subsidiaries.
A further complication is apparent when we consider the 
possibility that the subsidiary companies will declare and 
pay dividends in excess of the earnings during the period 
of holding ($60,000). Is the entire amount received as 
a dividend an earning? Or should we treat all in excess 
of the earnings during the holding period as a return of 
capital or a reduction in the cost of the investment in the 
subsidiary? And does the fact that the X  Y Z Corpora­
tion is carrying the investment accounts at book value, 
rather than at cost, change the situation?
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I would discuss the question with the board of directors 
and suggest that they consult the company’s attorney 
for advice on the legal aspect of the question.
No. 7.
(1) Consolidation of Company B and its subsidiary, Com­
pany D.
Company B owns 90 per cent. of the capital stock of Company D  
which sold the real estate at a profit of $50,000 to Company E, which is 
not in this particular consolidation. Therefore, Company B’s interest 
in the profit is 90 per cent. of $50,000, or $45,000, which may be taken 
up in the consolidated surplus of the combined companies. The minority 
interest of 10 per cent., or $5,000, should be shown separately under the 
caption, “ minority interest.”
(2) Consolidation of Company C and its subsidiary, Com­
pany E.
Company E was the company which purchased the real estate from 
Company D . As the profit accrues to the selling company, and neither 
Company C nor Company E has any interest in the selling company, 
the consolidation of Companies C and E would not concern the profit, 
as such. The cost of the real estate would be shown in the consolidated 
balance-sheet of these two companies at $150,000.
(3) Consolidation of Company A and its subsidiaries, Com­
panies B and C.
As Companies B and C own 90 per cent. and 95 per cent. of Com­
panies D  and E, respectively, these latter companies also should be 
included in the consolidation. However, a reserve for the intercompany 
profit in the sale o f the real estate by Company D to Company E 
should be reflected in the consolidated balance-sheet as a deduction 
from the cost to Company E; i. e., $150,000. The question to be 
answered is: What is the amount of the profit on this sale to the 
consolidation?
If we bear in mind that the problem is to eliminate any profit in the 
surplus account of the selling company which might otherwise be 
taken up in the consolidated surplus account, we find:
Profit to Company D ..............................  $50,000
Share of profit to Company B (90%
of $50,000).............................................. 45,000
Share of profit to Company A (80%
of $45,000)..............................................  36,000
If the sale of the real estate had been made to a company outside 
the consolidation, the consolidated surplus account of Com­
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pany A and all its subsidiaries would show $36,000. The 
difference between this amount and the $50,000 profit shown on 
the books of Company D would be the minority interests’ share 
of the profit. However, as the “ sale ” was made to another 
company within the consolidation, the holding company’s interest 
in the profit must be eliminated by setting aside a reserve of 
$36,000 for the intercompany profit, which will appear in the 
consolidated balance-sheet as a deduction from the real estate 
valued at $150,000.
Commercial Law, November, 1935
No. 1. The Printing Company is bound. There is a conflict of 
decisions as to whether in such a contract the contracting 
party must really be satisfied, or whether that satisfaction 
which would ordinarily be sufficient for a reasonable man will 
be enough. The weight of authority is to the effect that the 
terms of such a contract will be enforced if the parties act in 
good faith and not capriciously. Under this construction the 
Printing Company is bound. Other courts hold in cases not 
involving personal services that only performance which will 
satisfy a reasonable man will be required. Under such a 
construction the case would probably be sent to a jury. Under 
either construction the fact that the dissatisfaction was based 
on points in dispute among outstanding accountants could be 
used effectively in arguing that the parties contemplated that 
such difficult questions might arise and intended to leave them 
to the Cook Company and thus avoid the delay and expense 
of litigation.
No. 2. The officers of the corporation were not justified in their 
refusal. While the right of inspection is personal to a stock­
holder, he may employ a skilled agent, attorney or accountant 
to make the inspection for him, if his motive is a lawful one 
and if the demand is made at a reasonable time and place. 
Otherwise, in many cases, the possession of the right of 
inspection would be of no value because of the stock­
holder’s lack of sufficient knowledge to exercise the right 
effectively. The right to make memoranda, abstracts and 
copies of the contents of corporate records is an incident to 
the right of inspection, essential to an advantageous exercise 
of that right.
No. 3. The contract of an infant is voidable and Barton may 
disaffirm it at any time prior to his majority. Any tangible 
consideration remaining in the hands of the infant at the time 
of such disaffirmance must be returned, but as there was no 
such consideration in this case, the school has no remedy unless 
the contract is considered one for necessaries. In that case 
Barton will be held for the reasonable value of the part of the
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course actually furnished him. In general, food, raiment, 
lodging and education are considered necessaries, but only to 
the extent reasonably required by a person of the means and 
position in life of the infant in question. There are decisions 
to the effect that correspondence-school instruction is not a 
necessary, but in this case I think it would be held that this 
course was a necessary to Barton, having in mind his age, his 
means derived from his employment as a bookkeeper and the 
probable effect that the course would have on his future.
No. 4. Herman had a valid contract with the company. There 
was consideration on both sides, consisting of his promise to 
serve and the company’s agreement to pay him a salary. 
Herman’s remedy would be a suit for breach of the contract, 
the remedy of specific performance not being available to him 
because of his adequate remedy at law and because of the rule 
that the company could not compel specific performance of 
personal services by him. He does not have to wait until the 
instalments of his salary would come due, but he may con­
sider the contract is entirely broken under principles of anticipa­
tory breach. His damage would be measured by the present 
worth of the wage that would be payable during the remainder 
of the term, reduced by the income which he has earned and 
could with reasonable diligence earn during the unexpired 
term. This would be left to a jury. There are decisions, 
however, indicating that the burden of proof would be upon 
the employer to show that the plaintiff found or by the exercise 
of reasonable diligence could have found employment of some 
kind reasonably adapted to his abilities, and that in the absence 
of such proof the plaintiff could recover the present value 
of the salary fixed by the contract. I t  does not seem to 
me that the fact that he had been an internal-revenue agent 
and was induced to leave his employment adds to the situation. 
There is ample consideration for the contract without that, 
and on the question of damages Herman can not recover an 
amount equivalent to the pension and retirement rights that 
he lost because, if the contract with the corporation had been 
performed, he would not have obtained his pension and retire­
ment rights. The damages that I have indicated will com­
pensate him fully for the non-performance of the contract.
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No. 5. (a) Personal property is a right or interest in realty
less than a freehold or a right or interest in a movable 
thing.
(b) Tangible means that which may be felt or touched. It
must necessarily be corporeal, but it may be real or 
personal. Intangible means something incapable of being 
touched or perceived by touch.
(c) A lien is a hold or claim which one person has upon the
property of another as a security for a debt or charge.
(d) A pledge is a bailment of personal property as security for
some debt or engagement.
(e) Title to personal property is usually acquired in one of the
following ways:
I. Operation of law:
(a) Marriage
(b) Judicial decree
(c) Prescription
(d) Descent or distribution
(e) Accretion
II. Act of the parties:
(a) Confusion
(b) Accession
(c) Gift
(d) Purchase
(e) Bequest
(f) Finding
No. 6. Dana might have a defense if any confidential relation­
ship existed between him and Mason or if Mason misrepre­
sented the contents of the contract, but his contention simply 
that he had not and could not have read it prior to signing 
it does not present a valid defense. I t  is the duty of every
• contracting party to learn the contents of a contract before he 
signs it, and if a person can not read the instrument it is his duty 
to procure some trustworthy person to read and explain it to 
him before he signs it. If he does not do this he can not claim 
that he was ignorant of the contents.
No. 7. Under the negotiable-instruments law any alteration is 
material which changes the date, the sum payable for principal 
or interest, the time or place of payment, the number or the 
relations of the parties, or the medium or currency on which
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payment is to be made; or any alteration which adds a place of 
payment where no place of payment is specified; or any other 
change or addition which alters the effect of the instrument in 
any respect.
No. 8. In the absence of an applicable statute the duties of a 
testamentary trustee on the points covered by this question 
will depend upon the terms of the trust. If  there is no pro­
vision in the trust indicating the intent of the testator, the 
trustee should act as follows:
(a) He should deduct a proportionate amount from the interest from time to
time so that on maturity of the bond he will have a sufficient amount to 
have the principal intact for the remaindermen. The remaindermen 
should not lose by the trustee’s purchasing bonds at a premium.
(b) Bonds purchased by the testator at a premium and placed by him in the
trust should not be so amortized. In such case the presumption is that 
the testator intended that the beneficiaries entitled to the income should 
receive the whole income without deduction for amortization.
(c) Decisions vary as to the duty of the trustee in regard to accumulation of
discounts. They are usually added to capital. In states where the rule 
is not settled, the trustee should secure the protection of a court order or 
the consent of the beneficiaries.
No. 9. The surety company was not discharged. The rule has 
long been established that a voluntary gratuitous surety is 
discharged from his obligation by any extension of time given 
to the debtor or by any other change in the position of the 
surety caused by the creditor without the creditor’s notifying 
the surety. Such a surety would therefore be discharged by 
the suspension of the creditor’s right of action through the 
acceptance of a six months’ note. Under this doctrine it was 
not necessary to show any injury to the surety." Many decisions, 
however, now recognize a difference between a voluntary 
gratuitous surety and a company which is engaged in the 
business of acting as surety for compensation and hold that a 
compensated security is relieved from its obligation for surety­
ship only where the departure from the contract is shown to 
be a material variance which has caused some injury to the 
surety. Under this doctrine the surety would not be released 
on the facts as stated.
No. 10. Maxims in equity are succinct expressions of the general 
principles of chancery jurisdiction and the methods by which
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they are applied. There are twelve fundamental and well 
recognized maxims as follows:
1. “ Equity will not suffer a wrong to be without a remedy.”
2. “ Equity regards substance and not form.”
3. “ Equality is equity.”
4. “ Equity follows the law.”
5. “ Equity regards that as done which ought to have been done.”
6. “ Equity imports an intention to fulfill an obligation.”
7. “ Between equal equities, the law will prevail.”
8. “ Between equal equities, the first in order of time will prevail.”
9. “ Equity acts in personam.”
10. “ Equity aids the vigilant, and not those who slumber upon their rights.”
11. “ Equity delights to do justice and not by halves.”
12. “ He who seeks equity must do equity.”
No. 11.
(a) Among the principal kinds or types of insurance are life,
fire, accident, cyclone and tornado, automobile, liability, 
fidelity, industrial, indemnity, marine, casualty and 
burglary and theft.
(b) A wager contemplates a payment depending upon the out­
come of events which are uncertain, in the outcome of 
which the wagering party does not have an interest. 
A person is richer or poorer as a result of the outcome 
of the wager. This is unlawful because of public policy 
against gambling. Insurance on the other hand is an 
agreement by which one person for a consideration 
promises to pay money or its equivalent or to do some 
act of value to another on the destruction or injury of 
something by specified perils. This does not involve 
gambling, because the insured pays an amount which is 
calculated to be sufficient to cover the expense of the 
protection in accordance with experience tables.
(c) An insurable interest is an interest in the subject of the
insurance. Such an interest is necessary in order to 
entitle one to obtain insurance. Thus one has an insur­
able interest in the life of another where he has some 
financial gain to expect from the other’s continued 
existence or some loss to suffer by the other’s death.
(d) On payment of a loss the insurer acquires the right to be
subrogated pro tanto to any right of action which the 
insured may have against a third person whose wrongful
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act or neglect caused the loss. Thus if a casualty com­
pany insured X against damage to his automobile and 
X’s automobile was injured by the negligence of Y, the 
casualty company would be subrogated to the rights of 
X  against Y.
(e) General average is the contribution by all the parties in a 
sea adventure to make good the loss sustained by one 
of their number on account of sacrifices voluntarily made 
of part of the ship or cargo to save the residue and the 
lives of those on board from an impending peril, or for 
extraordinary expense necessarily incurred by one or 
more of the parties for the general benefit of all the 
interests embarked on the enterprise.
No. 12. Carriers are held to be insurers of the goods received 
by them to be carried against all casualties except those arising 
from acts of God, public enemies, acts of public authority, 
inherent nature of the goods and acts of shipper.
The carrier may restrict his liability as an insurer by contract, 
but he can not so restrict his liability for his negligence. In the 
absence of an express agreement, the carrier is not liable for failure 
to deliver or transport goods at a certain time, provided they are 
delivered within a reasonable time.
Accounting Theory and Practice, Part II, November, 1935
No. 1. The problem requires that the schedule of the minority 
interest be computed on a liquidating basis; hence the stipu­
lations of the certificates of incorporation relative to the 
liquidating provisions of the various classes of stock must be 
considered. Furthermore, it must be assumed that the book 
values of the assets and liabilities of the companies are the 
liquidating values, as no information is given in the problem 
to give effect to any adjustments in these values.
The schedule should be started with the “ lowest ” company
in the consolidation, because, it will be noted, Company A holds 
stock in Company B and Company C holds stock in Company D.
Company P and its subsidiaries, Companies A, B, C and D  
Schedule of minority interest 
June 30, 1935
Company D: Minority
Book value: Interest
Capital stock.............................. $ 100,000.00
Surplus.......................................  47,250.00
Total....................................  $ 147,250.00
Less: treasury stock.................. 6 ,250.00
Total book value.............. $ 141,000.00
Per share value (9,400 shares). $ 15.00
Company C 's interest (9,000 
shares).....................................  $ 135,000.00
Minority interest (400 shares) $ 6 ,000.00
Company C:
Book value:
6% cumulative preferred stock $ 500,000.00
Common stock..........................  500,000.00
Surplus.........................................  300,000.00
Increase in equity in Company D:
Value (per
a b o v e ) . . . .  $135,000.00  
Book value... 112,500.00 22,500.00
Total book value.............. $1,322,500.00
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Distributed, as follows:
6%  Cumulative
Preferred Common
Par (or stated) value...................  $ 500,000.00 $ 500,000.00
Accrued dividend since Septem­
ber 30, 1934 (6% for 9
months)......................................  22,500.00
Remaining surplus (share and
share alike)................................  150,000.00 150,000.00
Totals................................. .. $ 672,500.00 $ 650,000.00
Per-share value................. $ 134.50 $ 130.00
6%  cumulative preferred: 
Company P’s interest (4,500
shares).................................... $ 605,250.00
Minority interest (500 shares)
Common:
Company P’s interest (5,000 
shares).................................... $ 650,000.00
$ 67,250.00
Company B:
Book value:
7 % cumulative preferred stock $1,000,000.00
Common stock.......................... 1,000,000.00
Deficit.........................................  100,000.00
Total book value.............  $1,900,000.00
(See note.)
Distributed as follows:
7%  Cumulative
preferred Common
Par (or stated) value............... $1,000,000.00 $1,000,000.00
Premium, in liquidation ($5
per share)............................... 50,000.00 50,000.00
Deficit......................................... 100,000.00
Totals................................. $1,050,000.00 $ 850,000.00
Per-share value................. $ 105.00 $ 85.00
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7% cumulative preferred: 
Company P’s interest(8,000
shares).................................
Company A’s interest (1,000 
shares).................................
Minority interest (1,000 
shares).................................
Common:
Company P’s interest (10,000 
shares)...................................
Company A:
Book value:
1%  first preferred stock.........  $
7% second preferred stock. . .
Common stock..........................
Surplus.........................................
Increase in equity in Company
B (1,000 shares preferred): 
Value (as
above).. $105,000.00  
Book value... 50,500.00
$ 840,000.00
$ 105,000.00
$ 850,000.00
$105,000.00
Total book value............  $
250,000.00
250,000.00
100,000.00
25,000.00
54,500.00
679,500.00
N ote.— The certificate of incorporation provides that after 
the first preferred stock has received $75 in liquidation, the 
"  holders of the 7% second preferred stock shall be entitled to 
receive $62.50 per share before any distribution is made to the 
holders of the common stock.” After the first preferred has 
received its $75 per share in liquidation, only $60.90 per share 
is available to the second preferred stockholders; hence nothing 
is left for the holders of the common stock.
Minority
Interest
Distributed as follows:
Total book value (per above)... $ 679,500.00
Applicable to 7% first preferred
(5,000 shares at $75 each ).. 375,000.00
  Remainder applicable to 7%  
second preferred........................ $ 304,500.00
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Per-share value (second pre­
ferred) .........................................
7%  first preferred:
Company P’s interest (4,000
shares)........................................
Minority interest (1,000 shares). 
7%  second preferred:
Company P’s interest (4,900 
shares)........................................
Minority interest (100 shares). .
Common: (no value)
Total minority interest —
Company A .......................
$ 60.90
$ 300,000.00
$75,000.00
$ 298,410.00
6,090.00
$ 81,090.00
Company P and its subsidiaries, Companies A, B, C, and D  
Summary of minority interest
June 30, 1935
Company A ................................................
Company B ................................................
Company C ................................................
Company D ................................................
$ 81,090.00
105,000.00
67,250.00
6,000.00
Tota l........................................................ $259,340.00
N ote.— The certificate of incorporation of Company B pro­
vides that the 7% cumulative preferred stock shall be “ entitled 
to $105, plus all dividends, before any distribution is made to 
the holders of the common stock, and no more.”
If  Company B had a surplus account at this date, no question 
would arise: the preferred stockholders would be entitled to the 
premium of $5 per share, plus the unpaid cumulative dividends. 
However, the company has a deficit of $100,000 at the balance- 
sheet date, and while there can be no question that the preferred 
stockholders should receive the premium of 35 per share, there is 
a very grave question regarding the unpaid cumulative dividends.
The above solution has been made on the assumption that the 
preferred stock of Company B was to receive the premium of 35 
only, as there were no profits or surplus balances from which to 
declare any dividends at the balance-sheet date.
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However, it is possible that the examiners intended that the 
stipulation in the certificate of incorporation should be interpreted 
as “ entitled to $105, plus an amount equal to the amount of the 
unpaid cumulative dividends.” This interpretation seems a little 
far-fetched, but probably the examiners would give some credit 
to a solution which determined the minority interest of Com­
panies B and A as follows:
Company B: 
Book value:
Minority
Interest
7%  cumulative preferred stock. $1,000,000.00
Common stock.....................
Deficit.....................................
. . . .  1,000,000.00
100,000.00
Total book value......... .. . . .  $1,900,000.00
Distributed as follows:
7%  Cumulative 
preferred Common
Par (or stated) value............ . . . .  $1,000,000.00 $1,000,000.00
Premium, in liquidation. . . . 50,000.00 60,000.00
Unpaid cumulative dividends
(2 years at 7 % ).......................
Deficit.............................................
140,000.00 140,000.00
100,000.00
Totals...................................... $1,190,000.00 $ 710,000.00
Per-share value..................... $ 119.00 $ 71.00
7%  cumulative preferred:
Company P’s interest (8,000
shares)........................................ $ 952,000.00
Company A’s interest (1,000
shares)........................................
$
119,000.00
Minority interest (1,000 shares). $119,000.00
Common:
Company P’s interest (10,000
shares)........................................ $ 710,000.00
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Company A:
Book value:
7% first preferred stock..............$ 250,000.00
7% second preferred stock.........  250,000.00
Common stock...............................  100,000.00
Surplus..................................................  25,000.00
Increase in equity in Company B
(1,000 shares preferred):
Value (per above) $119,000.00
Book value.......... 50,500.00 68,500.00
Total book value..................$ 693,500.00
Distributed as follows:
7% first preferred stock (5,000 shares
at $75.00).............................................
7% second preferred stock (5,000 
shares at $62.50)................................
Common —  (remainder) (1,000 
shares)..................................................
7% first preferred:
Company P’s interest (4,000
shares)..............................................
Minority interest (1,000 shares)... 
7% second preferred:
Company P’s interest (4,900 
shares)..............................................
Minority interest (100 shares). . . .  
Common:
Company P’s interest (9,990 
shares)..............................................
Minority interest (10 shares).........
Total minority interest —  
Company A ............................
Minority
Total Per share interest
$375,000.00 $ 75.00
$312,500.00 $ 62.50
$ 6 ,000.00 $ .60
$300,000.00
$75,000.00
$306,250.00
6,250.00
$ 5,994.00
6 .00
$81,256.00
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Company P and its subsidiaries, Companies A, B, C and D  
Summary of minority interest 
June 3 0 ,  1935
Company A ...................................................  $ 81,256.00
Company B .................................................... 119,000.00
Company C ...................................................  67,250.00
Company D ...................................................  6 ,000.00
Total...................................................... $273,506.00
No. 2.
T he Clark Manufacturing Company 
Balance-sheet (liabilities side)
Date
Liabilities:
Accrued expenses.............................................................  $ 1 ,532.00
Due to employees ($306.60 payable in scrip due
October 31, 1937)........................................................  3 ,066.00
Due to customers for merchandise destroyed by
fire...................................................................................  10,000.00
Accounts payable (incurred under the management
of creditors’ committee)............................................  15,699.00
Notes payable —  secured by a mortgage on all 
plant property and proceeds of fire loss on 
machinery and equipment and by all the issued 
capital stock (there will be $13,348 interest 
accrued on these notes at maturity, October 31,
1937)............................................................................... 130,112.00
Chattel mortgage equipment notes (due in monthly 
instalments of $2,175 each).....................................  17,400.00
Demand notes payable to president (payable in 
capital stock upon surrender of note which is 
now pledged as collateral to secure a personal 
loan)...............................................................................  30,000.00
Demand note payable to Mrs. Blank (subrogated 
to claims to other creditors)..................................... 6 ,900 .00  $214,709.00
N et worth:
Capital stock —  of a par value of $10.00 each:
Authorized........  150,000 shares $1,500,000.00
Less unsub-
scribed...........  94,650 shares 946,500.00
Total subscribed 55,350 shares $ 553,500.00  
Less: subscrip­
tions unpaid 5,350 shares 53,500.00
392 A N S W E R S
Issued and out­
standing, and 
placed in es­
crow for the 
b e n e f i t  o f
creditors........  50,000 shares $500,000.00
Deficit:
Balance at date 
of creditors' 
agreement. . .
Fire loss:
E s t i m a t e d
dam age.... $80,000.00  
Insurance re­
covery........  57,080.00
$ 178,032.00
22,920.00
Loss from opera­
tions ...............
Total liabilities and net worth
8,942.00 209,894.00 290,106.00
...............  $504,815.00
N otes.— No provision has been made for accrued interest at 
the balance-sheet date on the notes payable to creditors nor for 
the demand notes payable to the president or Mrs. Blank. (The 
problem does not give the dates of issuance of the notes nor the 
date of the balance-sheet.)
The unpaid subscriptions to capital stock (5,350 shares amount­
ing to $53,500) are of doubtful collectibility.
Assumptions:
I t is assumed that:
The Clark Manufacturing Co. is liable to its customers for their 
merchandise while in its possession.
The accrued expenses ($1,532) and the amount due to 
employees ($3,066) were deducted in determining the loss of 
$8,942 from operations.
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No. 3.
Statement showing the intercompany profit in the 
inventory of Company F
Spiegeleisen:
Cost to Company F .......................... $ 90.00 per ton
Cost to Company E .......................... 71.00
Inter­
company
profit
Profit to Company E ...................  $  19.00 per ton
Inventory quantity...................... 370 tons
Intercompany profit (370 X  $19)...............................
Ferro-chrome:
Cost to Company F .......................... $160.00 per ton
Cost to Company D ......................... 127.00
$ 7 ,030.00
Profit to Company D ..................
Inventory quantity......................
$ 33.00 per ton
............................  1,200 tons
Intercompany profit (1,200 X  $33)..................................................
Bessemer shapes:
The problem states that “ in converting ingots into shapes there 
is a further loss of 10 per cent. of the weights of the ingots.”
Hence, for every 90 tons of shapes (100 minus 10%) produced, 
6 tons of spiegeleisen are used.
The 9,000 tons of Bessemer shapes in the inventory contain 
(9,000 ÷  90 X  6) 600 tons o f spiegeleisen.
The profit per ton of spiegeleisen is $19 as shown above.
The intercompany profit is (600 X $19)..............................................
Bessemer ingots:
For every 100 tons o f Bessemer ingots produced, 6 tons of 
spiegeleisen are used.
The 23,000 tons of Bessemer ingots in the inventory contain 
(23,000 ÷  100 X  6) 1,380 tons of spiegeleisen.
The profit per ton of spiegeleisen is $19 as shown above.
The intercompany profit is (1,380 X  $19).................................... ..
Chrome steel shapes:
For every 90 tons of chrome steel shapes converted (100 — 10% 
for conversion) 15 tons of ferro-chrome are used.
The 18,000 tons of chrome steel shapes in the inventory contain 
(18,000 ÷  90 X  15) 3,000 tons of ferro-chrome.
The profit per ton of ferro-chrome is $33 shown above.
The intercompany profit is (3,000 X  $33)...........................................
39,600.00
11,400.00
26,220.00
99,000.00
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Chrome steel ingots:
For every 100 tons of chrome steel ingots produced, 15 tons of 
ferro-chrome are used.
The 46,000 tons of chrome steel ingots in the inventory contain 
(46,000 ÷  100 X  15) 6,900 tons of ferro-chrome.
The profit per ton of ferro-chrome is $33 as shown above.
The intercompany profit is (6,900 X  $33).......................................... 227,700.00
Total intercompany profit in inventory..................................  $410,950.00
The value of the consolidated inventory after eliminating the intercompany
profit is:
Total inventories before adjustment.................................... $7,765,000.00
Deduct intercompany profit..................................................  410,950.00
Consolidated inventory...........................................................  $7,354,050.00
Inter­
  company 
  profit
An alternative computation of the intercompany profit in the inventories follows:
Quantities
Spiegeleisen Ferro-chrome
Profit to Company E  ($19 per ton):
On hand.................................................. 370 tons
Bessemer shapes:
To produce 9,000 
tons of shapes.. .  10,000 tons 
of ingots were re­
quired.
Bessemer ingots on 
hand.....................  23,000
Total................  33,000 tons
As 6 tons of spiegeleisen are used 
for every 100 tons of ingots pro­
duced, the quantity of spiegel­
eisen in the shapes and ingots is
(6%  of 33,000 tons).........................  1,980
Total...........................................  2,350 tons
The intercompany profit is (2,350
X  $19)................................................  $ 44,650.00
Profit to Company D  ($33 per ton):
On hand.................................................. 1,200 tons
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Quantities
Spiegeleisen Ferro-chrome
Chrome steel shapes:
To produce 18,000
tons of shapes.. .  20,000 tons
of ingots were re­
quired.
Chrome steel ingots 
on hand.................... 46,000 tons
Inter­
company
profit
T otal................  66,000 tons
As 15 tons of ferro-chrome are used 
for every 100 tons of ingots pro­
duced, the quantity of ferro-chrome 
in the shapes and ingots is (15% of
66,000 tons)......................................... 9,900 tons
T otal............................................  11,100 tons
The intercompany profit is (11,100
X  $33).................................................. $366,300.00
Total intercompany profit
in inventory............................ $410,950.00
No. 4. The interest to be shown in the partnership return of 
income which is to be reported on the accrual basis is shown 
below:
Income:
Item 5 —  Interest on bank deposits, notes, e tc .................................... $1,015.00
This item is the sum of the interest credits on the
drawings of the partners:
Payson.......................................................................  $ 425.00
Coleman....................................................................  275.00
Burtis.........................................................................  315.00
Total......................................................................  $1,015.00
Deduction:
Item 16 —  Interest on indebtedness........................................................  1 ,000.00
This item is the amount of the interest accrued on the 6% bank
Ioan at August 31, 1934, to the amount of $50,000. Inter­
est at 6% on $50,000 for 4 months is $1,000.
N et..................................................................................................... 15.00
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The interest to be shown in the individual return of Coleman, 
whose income is to be reported on the cash basis, is shown below:
Income:
Item 3 —  Interest on bank deposits, notes, etc..................................  $ 562.50
This item was determined as follows:
Coupons on public utilities bonds received on
April 1st and October 1st....................................  $ 750.00
L ess: interest accrued for the period January 1st
to April 1st.................................................................  187.50
N e t...........................................................................  $ 562.50
Item  5 —  Income from partnerships, etc..............................................  $ 5.00
This item is Coleman’s share of the net interest 
credit of $15 reported in the partnership return.
(⅓  of $15)
D eductions:
Item  13 —  Interest paid............................................................................ $1,275.00
This item is made up of the following:
Interest on partnership drawings........................... $ 275.00
Interest paid to Payson on capital adjustment:
Payson’s capital................................  $35,000.00
Coleman’s capital.............................  $15,000.00
Coleman paid interest at 6%  on the $10,000 
(which he was short) to Payson........................  600.00
(The problem states that the interest on the 
capital differences was to be paid and settled 
between the partners. I t  is assumed that the 
interest was actually paid by Coleman to 
Payson)
Interest paid on money borrowed ($10,000) for 
which the utilities bonds were pledged as 
collateral (6%  of $10,000 paid on July 15th 
and November 15th)............................................  400.00
Tota l..................................................................... $1,275.00
Non-taxable income:
Schedule D  (a):
Interest received on $15,000 of 4½ %  municipal bonds on July 
1 ,  1934........................................ .........................................................  $337.50
(The coupon due January 1, 1935, should be reported in the 
return for 1935)
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Note.— The interest paid on the loan of $10,000 which was 
secured by the municipal bonds is not a deductible expense under 
article 23 (b) of regulations 86. This article is briefed in the 
instructions on page 4 of the individual returns (form 1040) 
under the caption 13 — “ interest paid”—as follows:
“ Do not include interest on indebtedness incurred or con­
tinued to purchase or carry obligations (other than obligations 
of the United States issued after September 24, 1917, and 
originally subscribed for by the taxpayer) the interest upon which 
is wholly exempt from taxation.”
No. 5.
Bilt-Well Furniture Company 
Working papers —  December 3 1 ,  1934
Adjustments
Balances
before
adjust­
ment Debit Credit
Balances
after
adjust­
ment
Assets:
Cash................. ......................... $ 8,000 $ 8,000
Accounts receivable............... 50,000 50,000
Inventory.................................. 343,000 $125,000 (1) 218,000
T otals................................. $401,000 $276,000
Liabilities and net worth:
Notes payable.......................... $ 25,000 $ 25,000
Trade creditors........................ 45,000 45,000
Commissions payable to
salesmen................................ 5,000 (2) 5,000
Sundry expenses payable.. . 2 ,000 (3) 2 ,000
Reserve for bad debts........... 8,000 8,000 (4) 16,000
Capital stock............................ 150,000 150,000
Surplus............... , ..................... 173,000 (see below) 33,000
Totals................................ $401,000 $276,000
Surplus and profit-and-loss account:
Sales................................. .........  $230,000 $230,000
Cost of sales............................  183,000 $125,000(1) 100,000(5) 208,000
Gross profit........... . $ 22,000
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Expenses...................................  $ 72,000
Bad debts.................................  16,000
Total expenses................  $ 88,000
Loss for the year....................  $ 41,000
Surplus at January 1, 1934.. 214,000
$5,000  (2) $ 3,000 (7)
2 ,000(3 ) 1 ,500(8) $ 74,600
8 ,000(4 ) 19,000(6) 6,000
$ 79,600
$ 67,600
100,000(5)
19,000(6)
3,000 (7)
1 ,500(8) 90,500
Surplus at December 31,
1934.......................................  $173,000 $ 33,000
Total adjustments......... $263,500 $263,500
Explanations of adjustments 
(1)
Cost of sales.......................................................................................
Inventory.......................................................................................
To reduce the inventory at December 31, 1934, to
market value.
$125,000
$125,000
(2)
Expenses.............................................................................................
Commissions payable to salesmen...........................................
To record the commissions payable to salesmen at 
December 31, 1934.
5,000
5,000
(3)
Expenses.............................................................................................
Sundry expenses payable...........................................................
To record the liability for sundry expenses at Decem­
ber 31, 1934.
2,000
2,000
(4)
Bad debts...........................................................................................
Reserve for bad debts.................................................................
To increase the reserve for bad debts at December
3 1 ,  1934.
8,000
8,000
(5)
Surplus.................................................................................................
Cost of sales..................................................................................
To adjust the cost of sales by the amount of the over­
statement of the inventory at January 1, 1934.
100,000
100,000
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(6)
Surplus.................................................................................................
Reserve for bad debts.................................................................
To adjust the reserve for bad debts as at January 1,
1934.
(7)
Surplus.................................................................................................
Expenses.........................................................................................
To adjust the expenses for the unrecorded liabilities 
at January 1, 1934, which were charged to expenses
during the current year.
(8)
Surplus.................................................................................................
Expenses.........................................................................................
To adjust the expenses for the unrecorded commissions 
payable to salesmen at January 1, 1934, which were
charged to expenses during the current year.
Bu t -W ell Furniture Company 
Balance-sheet —  December 31, 1934
Assets
Current assets:
Cash.................................................................................................
$ 19,000
$ 19,000
3,000
3,000
1,500
1,500
Exhibit A
Accounts receivable................................................ $ 50,000
Less: reserve for bad debts...................................  16,000
8,000
34,000
Inventory........................................................................................ 218,000
Total assets........................................................................... 260,000
Liabilities and net worth
Current liabilities:
Notes payable...............................................................................  $ 25,000
Trade creditors.............................................................................. 45,000
Commissions payable to salesmen...........................................  5,000
Sundry expenses payable............................................................  2 ,000
Total liabilities.....................................................................  $ 77,000
N et worth:
Capital stock.................................................................................  $150,000
Surplus (exhibit B ) ......................................................................  33,000
Total net worth.................................................................... 183,000
Total liabilities and net worth.....................................  $260,000
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E x h ib it B
Bilt-W ell Furniture Company 
Statement of profit-and-loss and surplus accounts for the year ended
December 3 1 ,  1934
Sales.....................................................................................................  $230,000
Deduct: cost of sales.........................................................................  208,000
Gross profit............................................................................ $ 22,000
Deduct:
Expenses......................................................................................... $ 74,500
Bad debts.......................................................................................  5,000 79,500
N et loss for the year...................................................................... $ 57,500
Surplus at January 1, 1934 (as adjusted)..................................  90,500
Surplus at December 31, 1934......................................................  $ 33,000
No. 6.
(1) The discount of the old bonds should be added to the dis­
count and expenses of the new issue, and the total should 
be spread over the life of the new bonds. While this 
method is the least conservative of the three, I believe 
that it accurately records the cost of the new issue. The 
company, in its consideration of the merits of the proposal 
to issue new bonds, must have considered the unamortized 
bond discount of $250,000 on the old issue, in reaching 
its decision to re-finance, much in the following manner:
Old issue New issue
Bonds outstanding...................................................... ............. $5,000,000 $5,500,000
Coupon rate............................................................................... 5½ %
Annual interest.........................................................................  $ 325,000 $ 302,500
Using the straight-line method of writing off the unamortized 
bond discount, we find that the annual interest cost (effective 
interest) is:
Old issue New issue
Bond discount on old issue:
$250,000 ÷  5 years........................................................... $ 50,000
$250,000 ÷  20 years........................................................... $ 12,500
Bond discount on new issue:
$550,000 ÷  20 years........................................................... 27,500
Expense ($50,000 ÷  2 0 )........................................................  2 ,500
Bond discount to be written off annually......................... $ 50,000 $ 42,500
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Coupon interest........................................................................
Total annual interest charge.....................................
Annual rate on bonds outstanding.....................................
$ 325,000 $ 302,500
$ 375,000 $ 345,000
6.273%
Even though we carry over the unamortized discount on 
the old bonds, as a part of the cost of the new bonds, 
the effective interest rate is lower on the new bonds. 
Another point to consider is: What would we do with 
the unamortized bond discount if, instead of refunding, 
the company secured an extension in the life of the old 
bonds to mature twenty years from date? Would we 
not spread the $250,000 over the twenty years?
(2) The portion of the unamortized bond discount applicable
to the current period would be charged to current expense 
(interest) and the remaining balance written off to 
surplus. This method is the most conservative.
(3) The procedure of writing off the unamortized bond discount
on the old issue over the next five years (even though 
the bonds have been refunded and retired) is neither 
this nor that. There can be no justification for charging 
the next five years with an interest cost after the bonds 
have been retired.
No. 7.
(1) Accepting the engineer’s estimate of the cost to complete
the building as trustworthy, I would increase the account 
“ building under construction ” by $2,500,000 and show 
the same amount as a current liability. My reason for 
showing it as a current liability is that it is obvious that 
the building, to be of any use, must be completed, and 
the additional cost must be paid within a year. Under 
(a), the directors formally appropriated $2,500,000 of 
cash, which should be earmarked on the balance-sheet. 
Under (b), the cash would not be segregated in the 
balance-sheet.
(2) The account “  building under construction ” should be
increased by the $2,500,000 and the liability should be 
shown below the current-liability section with a reference 
to the footnote on the balance-sheet. This footnote
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should state that the arrangements had been completed 
in January, 1935, to obtain the $2,500,000 through an 
issue of bonds (which should be fully described).
No. 8. If  the inventory were increased to $310,000 at December
31, 1934, from the valuation of $248,000 at December 31, 1933, 
a profit of 362,000 would be taken up in the accounts for the 
year, even though none of the refrigerators was sold during 
the year. Increasing a valuation on the same inventory is not 
good accounting practice.
I would use a valuation of 350,000, less any expense required 
to complete the deal. This valuation is the best obtainable as it 
is based upon a sale within a relatively short period of the balance- 
sheet date.
No. 9.
(1) A co-insurance clause is a clause in an insurance policy which provides 
that the insured, in consideration of a reduction in the rate, consents to carry 
insurance equal to a stated percentage of the value of the property. Failure to 
carry an amount of insurance equal to his co-insurance requirements makes the 
insured a co-insurer with the company and he must bear his pro-rata portion of
the risk.
(2) Insurable assets................................ .................................................  $100,000
Co-insurance rate..............................................................................  80%
Amount of insurance which should have been carried...........  $ 80,000
Amount of insurance actually carried.........................................  $ 50,000
Amount of loss...................................................................................  $ 40,000
The insurance company is liable for:
50,000
80,000
X  240,000, o r............................................................ 2 25,000
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Funds distributed to stockholders at dissolution...........................................
Irregular transactions by, how dealt with in report......................................
Is corporation a citizen.............. ...........................................................................
New funds for completion of building, balance-sheet treatment...............
Operated by creditors, prepare balance-sheet from data .............................
Profits on sale of real estate, how accounted for on income-tax return.. .  
Tax liability of affiliated companies, how reported on income-tax returns.
Ultra vires, define and give example of a c t .....................................................
COST ACCOUNTING
Questions in .......................................................................................................35, 54,
COST OF SALES
Analyze.......................................................................................................................
CREDIT
Statements not for credit purposes, protection against use as such.........
CUMULATIVE VOTING
Define and explain...................................................................................................
DEBENTURE
Define..........................................................................................................................
DEBT
Money deposited in escrow, executors’ right to collect................................
DEFALCATION
Municipal treasurer., liability of surety company.............. .. .......................
Statement showing items, prepare from data.....................  .........................
DEFERRED CHARGES
In aggregate amount on balance-sheet, how treated in report..................
DEPARTM ENT STORES
Inventory by retail method, calculate from data...............................
DEPLETION
Clay deposits, charges to profit and loss, discuss method used.................
DEPOSITS
Escrow, executors* right to collect money........................................................
In closed banks, how stated on balance-sheet................................................
DEPRECIATION
Annual charges for, prepare statement from data.........................................
D efin e ......................... ..............................................................................................
On buildings and equipment, discuss method used.......................................
On machine, compute by various methods......................................................
DEPRECIATION RESERVE
Account, revise from data.....................................................................................
DISCOUNTS
Anticipated cash, on accounts payable, discuss......................................... ’. .
Bond, amortization of, by bonds-outstanding method.................................
DISM ANTLEM ENTS
Gain or loss on, prepare schedule from data...................................................
D IVIDENDS
Cumulative preferred stock, how shown on statements...............................
Distribution of, analyze surplus account..........................................................
Extra, from surplus, on repurchase of own stock..........................................
From earned surplus of subsidiary companies, discuss.................................
From treasury, stock, treatment of, discuss.....................................................
Legal declaration of, to various stockholders, compute from data...........
PAGE ANSWERS
136 181
23 34
90 134
275 379
134 181
171 223
276 380
60 86
244 332
89 134
277 381
91 135
58 86
138 182
168 222
56 85
211 279
58 86
203 271
230 356
22 34
22 34
22 34
248 334
92 136
22 34
61 . 88
224 300
134 181
289 401
281 391
138 183
229 309
210 278
225 52, 81, 302
41 64
156 199
248 334
258 350
59 86
278 382
183 239
258 351
153 195
220 297
59 86
69 104
162 212
258 350
220 297
187 242
100 144
76 112
224 300
100 144
8 8
261 355
73 108
272 375
38 57
219 296
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DRAFT
(See "Negotiable instruments ”) 
EMPLOYEE
Define and explain term........................................................................................
ENDORSEM ENT
Note made by club, address of endorser, sufficient to hold........................
Release as endorser, of promissory note...........................................................
ENDOW M ENT
Funds of university, income earned on and application of, calculate 
from data...............................................................................................................
EQUITY
Explain meaning of, and remedy obtainable...................................................
Principal m axim s in ......................................................................................................
EQUITY OF REDEM PTION
Define and explain..................................................................................................
ESCROW
ESCROW DEPOSIT
Executor’s right to collect money................... ....................................................
ESTATES
(See “ Executors and trustees ’’) 
EXECUTORS A N D  TRUSTEES
Charge between corpus and income...................................................................
Trustee, delegation of duties to agent...............................................................
Trustee’s accounting, prepare statements from data....................................
Trustee’s accounts, prepare from data..............................................................
Trustee's and executor's statements, prepare from data.............................
Trustee’s duty as to bond discounts and premiums......................................
FEDERAL INCOME TAX
Affiliated corporations, tax liability of, how reported on return................
Business debts of bankrupt, deduction from commission income.............
Capital-stock tax, valuation of capital stock for return...............................
Consolidated or separate returns for parent and subsidiary companies, 
give opinion and outline procedure................................................................
Corporation’s bond issue, report on income tax return................................
Deduction of state income taxes from...............................................................
Gain or loss on sale of building, prepare tax return......................................
Gift tax, explain and illustrate computation...................................................
Lessor’s status as to additions and improvements m ade.............................
Partner’s and partnership interest, how reported...................... ...................
Partnership returns, wording of and liability of accountant with regard 
to ............................................................... ..............................................................
Profit and loss in company reorganization.......................................................
Profit on sale of real estate by corporation, how accounted for on return.
Retail proprietor, compute from data...............................................................
Revenue acts of 1932 and 1928, compare.........................................................
State bank, book loss from writing down assets, advise o n ........................
FEES
Accountant's
contingent upon recovery of tax overpayment...........................................
on commission basis, give reason...................................................................
to  be paid in stock of corporation...................................... .........................
FOREIGN EXCHANGE
Consolidation of accounts of foreign subsidiary with parent com pany..
Conversion to U. S. currency basis, on consolidated balance-sheet.........
Exchange transactions, prepare entries from data.........................................
Statements, prepare from data............................................................................
FRAUD
Statement of casualty insurance company, reserves for losses, b y ...........
FREIGHT A ND CHARGES PREPAID
Account, discuss procedure...................................................................................
F U N D  BALANCE-SHEET OF M UNICIPALITY
Define...................................................................................................... ...................
FUNDS
College, make closing entries for........................................ ...............................
Endowment, of university, income earned on, and application of, calcu­
late from data .......................................................................................................
FURNITURE COMPANY
Accounts, prepare adjustments............................................................................
GAM BLING DEBTS
Collection of, by agent...........................................................................................
GENERAL AVERAGE
Define..........................................................................................................................
GOODWILL
Consolidated, and capital surplus, prepare from data ..................................
Statement of, in consolidation, prepare from data........................................
Valuation and treatment of, in merger.............................................................
H ID D E N  RESERVES
Define, give reasons for, should auditor approve,...................................
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246 333
246 333
245 332
256 349
172 224
279 382
245 332
258 350
59 86
192 249
209 278
197 262
271 372
52 77
278 382
229 309
173 225
153 196
71 105
230 311
94 136
10 11
62 88
261 356
286 395
190 248
131 177
138 183
181 236
62 88
157 203
159 205
229 309
259 353
116 158
20 31
86 130
231 312
135 181
227 306
258 350
264 360
256 349
287 397
211 280
279 383
160 206
196 255
113 154
155 98
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HOLDING COMPANY A N D  SUBSIDIARIES page
Balance-sheet or income statement, discuss adjustments............................  228
Bankruptcy of subsidiary, amounts available for claims and creditors,
prepare statements from d ata ......................................................................... 140
Consolidated balance-sheet showing condition of foreign subsidiary,
prepare from data...............................................................................................  142
Consolidated or separate income tax returns, give opinion and outline
procedure...............................................................................................................  71
Earnings statement of subsidiaries, prepare from data................................  98
Earned surplus of subsidiaries, dividends from, discuss............................... 272
Foreign subsidiary accounts, consolidation with parent..............................  116
Minority interest, prepare schedule from data...............................................  280
Statements, for payment of dividends, treatment of stock o n .............. 69
Subsidiaries’ accounts, inclusion in consolidation..........................................  252
Subsidiaries* stock, valuation on balance-sheet of holding com pany.. . .  117
HYPOTHECATION
Define..........................................................................................................................  258
IMPORT A N D  EXPORT
Freight and charges prepaid account, discuss procedure.............................  227
INCOME
Account, consolidated, prepare from d ata ........................................................ 177
Account, revise from data.....................................................................................  100
Net, verify for credit purposes............................................................................  260
INCOME TAX, FEDERAL  
(See “ Federal income tax ”)
IN D E P E N D E N T  CONTRACTOR
Define and explain term......................................................................................... 246
INNK EEPER
Define and state rights over goods in possession............................................
INSOLVENCY
(See "Bankruptcy”)
INSTALM ENTS
Accounts receivable due in future, how shown on statement for bank 
loan..........................................................................................................................
Instalment loans, how shown on profit and loss account, compare 
methods..................................................................................................................
Re-sale of repossessed goods.................................................................................
INSURABLE INTEREST
Define..........................................................................................................................
INSURANCE
Fire
annual cost of premium, compute from data..............................................
co-insurance clause in policy, define and calculate amount collectible. 
receivable on balance-sheet and surplus statement...................................
Legality of, against bets and wagers..................................................................
Life
cash surrender values account, verify and discuss importance..............
double indemnity contract, liability of company.......................................
payments made by stranger, validity of policy..........................................
Policies, examination of, by auditor..................................................................
Principal kinds o f ....................................................................................................
Subrogation in relation to, give example..................................  .....................
INTANGIBLE
Define.........................................................................................................................
INTEREST
Amount due on instalment payment..................................................................
INTERNAL CHECK
Outline suggestions for handling.........................................................................
INTRASTATE BUSINESS
Distinguish from interstate business..................................................................
INVENTORY
Consolidated, of steel companies, valuation of...............................................
Increase of, against decrease of gross profits, discuss causes......................
Livestock on plantation, prepare statements, from d ata .............................
Plate-glass factory, valuation o f..........................................................................
Refrigerator company, valuation o f...................................................................
Retail method for department store, calculate from data ...........................
Summary, prepare from data...............................................................................
Valuation, responsibility of accountant....................................................... 156,
Wine company, valuation of, in refinancing....................................................
INVESTIGATIONS
Defalcation, prepare statement showing item s...............................................
INVESTM ENT ACCOUNTS
Prepare adjustments and changes, from data .................................................
INVESTM ENT COMPANIES
Officers holding similar positions in saving bank...........................................
INVESTM ENTS
Fair valuation of, state procedure......................................................................
Temporary, how treated in annual accounts...................................................
Transactions and balances for balance-sheet..................................................
Vouchers for purchase o f......... .............................................................................
25
258
10
90
279
152 
290
13
279
228
93
57
74
279
279
277
54
39
134
284
156
128
85
290
153 
18
252
130
183
174
227
158
69
31
74
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184
186
105
141
375
158
385
104
345
160
350
306
234
144
354
333
36
350
12
134
383
195
402
16
383
307
136
85
109
383
383
381
82
59
181
393
199 
173 
127 
402 
195
26
200 
176 
239 
226 
305
203
104
43
109
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INVOLUNTARY BANKRUPT page answers
Who may become.................................................................................................... 248 335
JOINT VENTURE
Action against co-adventurer for damages....................................................... 245 332
JUDGM ENT
Partial payment o f ..................................................................................................  22 34
Right to procure, on defaulted note................................................................. 26 37
LAST WILL AND TESTAM ENT
Define.............................................................................................................................  173 224
LEASES
Abandonment of property on expiration of lease, liability for cost of
removal................................................................................................................... 137 182
Removal of property at termination o f............................................................. 212 281
Termination of, tax status of lessor.................................................................  261 356
LEGACY
Define.........................................................................................................................  173 224
LIABILITIES .
Contingent, give examples o f ...............................  ............................................  75 112
Current, determine classification of, for balance-sheet...............................  113 154
LIEN
Define............................................................................................................................. 277 381
LIFE-TENANT
Define.........................................................................................................................  173 224
LIQUIDATIONS
Partnership, describe procedure.......................................................................... 192 252
LIVE STOCK
Inventory of, for plantation, prepare statements, from data...................... 128 173
LOANS
Payment by instalments, determine amount due..........................................  54 82
LOSSES
Book loss in accounts of state bank, by writing down assets, advise on. 157 203
Forged cheque, determine upon whom loss falls............................................  91 135
Fraudulent cheque, determine upon whom loss falls....................................  57 85
Goods shipped, common carrier’s liability for................................................  279 384
Property, annual charges for, prepare statement from data......................  162 212
Property lost by prospective purchaser, determine upon whom loss falls. .  94 136
Theft, collection for, on surety bond.................................................................  25 37
Theft of stock certificate, determine upon whom loss falls......................... 90 135
Unregistered securities, ownership of................................................................. 209 278
M ACHINERY ACCOUNT
Revise, from data....................................................................................................  100 144
MINOR
Agreement made with, rights of parties...........................................................  276 379
Agreement with stockbroker, rescission o f ....................................................... 61 87
M INORITY INTEREST
Holding company accounts, prepare schedule from data............................  280 385
M INUTE BOOK
Refusal to produce for inspection, in audit...................................................... 158 204
MORTGAGE
Foreclosure, rents and expenses in, treatment o f................................ . 221 298
Foreclosure, rights of holder of second mortgage........................................... 26 37
Liability of surety, upon default in payment on ............................................  133 179
Mortgagee’s rights and remedies.................................................................  245 332
MORTGAGE COMPANY
Audit of, for investment bankers........................................................................ 10 12
MOVING PICTURE THEATERS
Rental of films, calculate amount.......................................................................  208 276
MUNICIPALITIES
Balance-sheet and statements, prepare from data.........................................  120 162
Balance-sheet, prepare from d ata .. . . ; .............................................................  232 317
Electric light plant, accounting for, discuss..................................................... 243 330
Receipts of revenues on annua! report.............................................................. 7 6
NEGOTIABLE INSTRUM ENTS 
(See also “ Notes ”)
Bill of exchange
non-acceptance o f ................................................................................................ 24 35
right of payee to recover o n ............................................................................. 133 179
Bill of lading, negotiable provisions o f .............................................................. 248 335
Change in, as a material alteration................................................................... 278 381
Draft, collection by payee, in certain circumstances....................................  211 280
Promissory notes
enforcement of, a s...............................................................................................  60 86
negotiability of, under certain conditions....................................................  135 181
NO-PAR-VALUE STOCK 
(See “ Capital Stock ")
NOTES
(See also “ Negotiable instruments ”)
Promissory
assignment of, by payee, liability of endorser............................................  90 . 134
enforceable by payee or holder in due course.............................................  58 85
enforcement o f.......................    60 86
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NOTES—Continued
liability of cosurety, upon default.................................................................
liability of endorser.............................................................................................
negotiability of, under certain conditions....................................................
release as endorser.. . . . . . .................................................................................
Receivable, as assets, criticise..............................................................................
Receivable, of affiliated corporations, how verified.......................................
Receivable, secured by warehouse receipts, how verified............................
Rights of holder of second mortgage.................................................................
OBSOLESCENCE
Define.........................................................................................................................
OIL COMPANY
Consolidation accounts and statements, prepare from data.......................
OVERHEAD
Fixed and variable, define, give examples and discuss.................................
PARTNERS
Interest of partner on federal income-tax return...........................................
Limited, liability for debts.....................................................................................
Limited, may all partners be................................................................................
PARTNERSHIP
Balance-sheet for new firm after reorganization, prepare from d a ta .. .
Capital accounts and profits of partners at dissolution...............................
Capital accounts, examination of, for division of profits.............................
Creation of, by express contracts........................................................................
Dissolution, causes and authority of partner after........................................
Dissolution, list causes for.....................................................................................
Income tax returns, wording of and liability of accountant with regard to
Interest in, bequeathed to wife............................................................................
Interest of, on federaljncome-tax return.........................................................
Limited, define and give example..................................... ................................
Liquidation of, describe procedure......................................................................
Profits, distribution, in liquidation....................................................................
Retirement of partner, prepare statement of capital accounts..................
Statement, at death of partner............................................................................
Statements, prepare from data............................................................................
PATENTS
Contract agreement on, determine amount due, from data........................
Define and explain..................................................................................................
Fair valuation of, state procedure......................................................................
Infringement suit, state amount involved and whether gain or lo s s . . .  . 
PAYROLLS
Information returns for department wage payments, suggest m eth od ..
Vouchers for..............................................................................................................
PERSONAL PROPERTY
Define and name ways for acquiring title to ...................................................
PLANT ACCOUNT
Fair valuation of, state procedure......................................................................
PLEDGE
Define......... ................................................................................................................
Define and give example....................................................... ...........................
POWER OF ATTORNEY
Given as security on loan, cancellation o f.......................................................
PREFERRED STOCK
(See “ Capital Stock ")
PRINCIPAL OF TRUST
Define..........................................................................................................................
PROFESSIONAL ASSOCIATIONS
Audit o f ......................................................................................................................
PROFESSIONAL ETHICS
Accountant's fee to be paid in stock of corporation.....................................
Advertising under code of ethics of American Institute of Accountants..
Encroaching on business of another. Institute’s rule.....................................
Fee contingent upon recovery of tax overpayment.......................................
Fees on commission basis, give reasons.............................................................
PROFIT A N D  LOSS
Account, electric company, prepare from data, showing adjustments.. .  
Account
income from instalment loans, how shown, compare m ethods..............
prepare from data.....................................................................................12, 104,
Statements
monthly, by bookkeeper or public accountant.......................................
of oil company, prepare from data.......... .....................................................
Under company reorganization, for federal income tax purposes.............
PROFITS
Corporate consolidation, calculate amount from data .................................
Gross, decrease in, against increase in inventory, discuss causes...............
Net, increase in, by increase in selling price....................................................
On sale of real estate by corporation, how accounted for on income-tax 
return......................................................................................................................
PROPERTY
Abandonment of, on expiration of lease, liability for cost of rem oving..
PAGE ANSWERS
92 136
172 223
135 181
245 332
76 113
7 5
39 58
26 10
258 350
81 123
225 302
286 395
24 35
24 35
68 144
239 327
207 275
247 333
60 87
247 333
190 248
210 279
288 395
24 35
192 252
268 366
206 274
52 77
50 74
111 153
211 279
158 203
163 216
74 109
74 109
277 381
158 203
277 381
27 37
210 279
173 224
46 68
259 353
114 155
193 253
159 205
229 309
216 289
10 10
234 13,148, 320
262 357
81 123
131 177
165 217
156 199
151 194
138 183
137 182
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PROPERTY—Continued
Loss of, by prospective purchaser, liability o f ................................................
Losses, annual charges for, prepare statement from data...........................
Personal, define and give example......................................................................
Removal of, upon termination of lease.............................................................
PUBLIC UTILITIES
Audit o f ........................................................................ .............................................
Municipal electric light plant, accounting for, discuss.................................
REAL ESTATE . .
Repossession of, journal entries for................. ............... 
Sale of, by affiliated company, how treated, in consolidation....................
Transaction on balance-sheet, how treated......................................................
REALTY COMPANY
Earned profit of, calculate from d a ta ...............................................................
RECAPITALIZATION
Entries to record new set up, furnish from data............................................
Exchange of par for no-par, to avoid showing deficit...................................
RECEIVERSHIPS
Accounting for insolvent corporation, describe system................................
REFINANCING
Valuation of inventory of wine company.........................................................
REFRIGERATOR COMPANY
Valuation of inventory...........................................................................................
REM AINDERM AN
Define..........................................................................................................................
R E NT
Power of attorney, for collection o f....................................................................
Treatment of assignment of, in foreclosure......................................................
REORGANIZATION
Application-of-funds, prepare from data...........................................................
Distribution of shares and cash under................................ ..............................
New company statements, prepare from data................................... .............
Profit or loss for federal income tax purposes.................................................
REPORTS
“ Short certificate ", form for use m place of, compare, give advantages.. 
REPRESENTATION
Define and differentiate between warranty......................................................
RESERVES
For outstanding losses, statement of casualty company..............................
" Hidden " or “ secret ”, define, give reasons, should auditor approve..
RESOURCES
Statement of, prepare from data.........................................................................
SALES
Ownership of goods, for whom should judgment be rendered....................
Signature on sales form, legality o f ....................................................................
SCHOOLS, COLLEGES. ETC,
College accounts, make entries and prepare balance-sheet and statement 
University, endowment funds, earned income on, and application of, 
calculate from data.......................... ...................................................................
SECRET RESERVES
Define, give reasons for, should auditor approve...........................................
SECURITIES
Held as collateral on personal note, how shown and qualified on balance- 
sheet and certificate.................... .......................................................................
Hypothecated by stockbroker, validity of defense in bankruptcy...........
Investment of surplus funds of corporation in, how stated on balance- 
sheet ........................................................................................................................
Vouchers for purchase o f ......................................................................................
SELLING PRICE
Percentage of increase, to insure increase in net profits.................................
SERVANT
Define and explain term........................................................................................
SHIPPING COMPANY
Purchase of vessels for...........................................................................................
SIN K IN G  FUNDS
To retire bonds, fair valuation of, state procedure........................................
STATE INCOME TAXES
Deduction of, in computing federal income tax .............................................
STATEM ENTS
Application-of-funds, in corporate reorganization, from d ata ....................  
Consolidated, correct from data..........................................................................
Consolidated, prepare from data .........................................................................
Fraudulent, of casualty company, affecting reserves for losses..................
Municipal, prepare from data ..._.........................................................................
N ot for credit purposes, protection against use as such...............................
Of affairs, estimate gains and losses, prepare from data..............................
Operating, monthly, by bookkeeper or public accountant..........................
Prepare from data....................................................................................................
Profit-and-loss, consolidated, prepare from data............................................
Profit and loss, investments transactions, how shown..................................
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94 136
162 212
27 37
212 281
40 62
243 330
34 50
274 377
223 299
270 369
109 152
8 8
75 110
130 176
290 402
173 224
210 279
221 298
77 114
250 341
147 191
131 177
155 198
173 225
135 181
155 198
186 239
134 180
247 334
264 360
256 349
155 198
193 253
170 223
75 111
74 109
151 194
246 333
249 337
158 200
94 136
77 114
118 160
81 123
135 181
120 162
156 199
187 244
262 357
65 98
81 123
31 43
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STATEMENTS—Continued . page answers
Surplus, fire insurance as receivable, o n .........................................   13 16
Surplus, investments transactions, how shown...............................................  31 43
STATUTE OF FRAUDS
Legality of signature under......................................................................................  247 334
Origin and provisions o f......................................................................................... 25 36
STATUTE OF LIMITATIONS
Suits against stockholders.....................................................................................  27 38
STATUTORY LAW
Differentiate from common law ..............................................................................  211 280
STEEL COMPANIES
Consolidated inventory, valuation o f....................................................................  284 393
STOCK
(See “ Capital stock ”)
STOCK-BROKERS
Agreement with, by minor....................................................................................  61 87
Account with, how shown on balance-sheet....................................................  9 10
Accounts, verification o f .......................................................................................  38 56
Bankruptcy of, validity of defense in ................................................................ 170 223
STOCK RIGHTS
Define and give valuation formula and exam ple........................................... 117 158
STOCKHOLDERS
Common and preferred, distribution of funds between, at dissolution.. .  61 87
Equity in capital stock, prepare statem ent......................................................... 238 325
Right to inspect books of account...................................................................... 276 379
Rights in subscribing for new issue of stock.................................................... 169 222
Statute of limitations on suits against............................................................... 27 38
STOPPAGE IN  TRANSIT
Define and discuss rights..........................................................................................  212 280
SUBSCRIPTION LIST
Payment of amount subscribed to .........................................................................  210 279
SUBSIDIARIES
(See “ Holding company and subsidiaries ” )
SURPLUS
Account
analyze for dividend distribution.................................................................... 261 355
consolidated earned surplus, prepare from data........................................  160 206
consolidated goodwill and capital surplus, prepare from data............... 160 206
electric company, prepare from data, showing adjustments..................  216 289
fire insurance as receivable in ..........................................................................  13 16
holding company bankruptcy, prepare adjusted analysis....................    201 269
oil company, prepare from data...................................................................... 81 123
revise from data................................................................................................... 100 144
Capital, of new company in reorganization, prepare statements from data 147 191
Earned
consolidated statement, prepare from data.................................................  196 255
of subsidiaries, dividends from, discuss........................................................  272 375
From redemption of own stock, availability for dividends.........................  73 108
Manufacturing company audit, prepare balance-sheet section and
schedules................................................................................................................. 125 166
TANGIBLE
Define..........................................................................................................................  277 381
TAXES .
Analysis and treatment o f .........................................................................................  37 54
TESTAM ENTARY TRUSTEE
Define.......................................................................................................................... 173 224
TEXTILE MILLS
Cost accounts for, prepare from data.................................................................... 35 52
TIM EKEEPING
Method of, for departmental wages.................................................................... 74 109
TOLL BRIDGE
Amount of tolls to retire bonds, compute from data...................................  223 299
TRADE ACCEPTANCE  
(See “Acceptance ")
TRADEM ARKS
Define and explain..................................................................................................  211 279
TRADING CORPORATION
Balance-sheet audit of, give program................................................................  192 249
ULTRA VIRES
Define and give example of act.................................. ...................................... .. 210 278
UNDERW RITING
Bids for, in bond issue, calculate and give opinion on .................................  263 358
UNINCORPORATED BUSINESS
Audit of assets and liabilities............................................................................... 37 55
U N IT E D  STATES BUREAU OP INTERNAL REVENUE  
Accounting principles prescribed b y .................................................................  252 343
VALUATION
Book values of common stock, prepare statement from data .................... 255 347
Plant investment, restoration of written off value........................................  191 248
Reserve for revaluation of fixed assets account, prepare statement from
data...............................................     162 212
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V ENDING  M ACHINE COMPANY  
Audit of, discuss accounts.....................................................................................
VOLUNTARY BANKRUPT
Who may become....................................................................................................
VOUCHERS
Payrolls and for purchase of investments and securities.............................
Straight voucher system, discuss........................ ...............................................
WAGES
Paid on departmental payrolls............................................................................
WARRANTY
Define and differentiate between representation...........................................
W INDOW  DRESSING
Suspicion of, in transactions, how dealt with in balance-sheet and 
certificate...............................................................................................................
WORKING FU N D
Define.........................................................................................................................
WORKING-PAPERS
Consolidated, prepare from data........................................................................
PAGE
241
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248 335
74 109
189 246
74 109
173 225
194 253
258 350
177 234
